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PREFACE 


The six-book series of which this is the fourth volume 
is designed to meet the requirements of an introductory 
course in economics. The evolution of economic organ- 
ization from the simple forms of early times to the more 
complex patterns of modern economic society is traced 
in the first volume of the series. The second volume 
contains a presentation of methods of economic analysis 
based on the important contributions to economic 
theory that have been made during recent years. In the 
remaining four volumes, which constitute a survey of 
major current problems of the economic system, em- 
phasis is placed not merely on the description of prob- 
lems but also on the analysis of economic and social 
processes. 

Problems relating to the financial aspects of c^nomic 
society are analyzed in Volume IV, Money, (Pedit, and 
Finance. To accomplish this purpose within a book of 
reasonable size, it has been necessary for the authors 
to abbreviate the description of some types of financial 
institutions and -to. omit entirely the description of 
others. Nevertheless, with its portrayal and analysis of 
the fundamental typc^ of financial institutions the book 
should afford the student an understknding* of^.the 
functioning of the money and crcdif System, not only 
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as it is used by private enterprise but also in its relation 
to the public economy. 

Developments in recent years have made it increas- 
ingly apparent that the use of credit by private enter- 
prise and by government affects both the structure and 
operation of the economic system. In modern countries 
the government is the largest financial enterprise, per- 
forming functions vitally important to the economic 
and social wfell-being of its citizens. The manner in 
which revenue and credit are obtained and used by the 
government significantly affects the operation of private 
enterprise and the distribution of the national income 
among individuals. Government finance is an integral 
part of the national economy. 

Likewise, the close relationship between the problems 
of monetary control and of public finance has been 
emphatically demonstrated by the swift march of events 
in the present century. Methods used by present-day 
governments to finance public expenditures, whether by 
taxation or by the use of credit, profoundly influence 
the operation of the monetary system. The widespread 
development of central banking throughout the world 
and the extension of public management of monetary 
systems, especially since the First World War, have al- 
tered basically the setting in which the problems of 
money, credit, and public finance present themselves. 

Writing of a world that eschews Yriiance on the 
“automatic” adjustments of “free” markets and that, 
insteadv is experimenting hopefulty with various 
methods of positive control, the authors have considered 
the behavior -of money and credit under managed 
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standards as well as under the automatic gold standard. 
Similarly, the banking system, through which the major 
portion of the money supply is obtained, is studied in 
relation both to commercial enterprise and to govern- 
mental activities. 

James G. Smith 

Frinceton, NJ. Editor 

October igjy 
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PART ONE 


ECONOMIC SIGNIFICANCE OF MONEY 





CHAPTER I 


Functions and Significance 
of M.oney 


To the mythical “man in the street”, the word “money” 
connotes a miscellaneous assortment of coins and paper 
bills. He knows that money enters into almost every 
aspect of his life, and that there hardly ever seems to 
be enough of it for his daily needs. The worker of to- 
day is paid in money with which he must purchase a 
variety of goods and services that are essential to his 
existence. The activities of the business man are to a 
large extent based on contracts expressed in terms of 
money, and his fundamental purpose is to reap a money 
profit by securing money receipts in excess of money 
costs. To the individual, money appears to be the main- 
spring of economic motivation — the primary objec- 
tive of economic activity. 

As was shown in earlier volumes of this series, the 
whole modern economic system revolves around the 
trading process; individuals specialize in the produc- 
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tion of one product or of only a minute part of a prod- 
uct and exchange it for money with which to buy the 
goods that they consume. A large part of the tremen- 
dous increase in per capita productivity in the modern 
era must be attributed to the growth of specialization 
and exchange. Money has undoubtedly contributed to 
this increase in productivity by facilitating the process 
of exchange, without which specialization could not 
have reached its present development. Nevertheless, 
poorly functioning monetary systems sometimes pre- 
vent production from reaching its maximum and lead 
to capricious and often undesirable shifts in the distri- 
bution of wealth and income. 


NATURE AND FUNCTIONS OF MONEY 


BARTER 

The nature and functions of money can best be ap- 
preciated by contrasting a community that uses money 
with one that relies on barter to effect exchanges. 
Barter is the direct exchange of goods for goods with- 
out the use of money; for example, the exchange of 
furs for salt, or of a knife for cloth. It is generally 
agreed that primitive trade took place in this manner. 
Much of this early trade was highly informal and 
amounted to little more than the exchange of gifts. 
For example, in silent trade one tribe would deposit 
some of its goods in a customary place and depart. A 
neighboring tribe would then come and take posses- 
sion of these goods and leave some of its own goods in 
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exchange. As cynics have remarked, this type of trade 
is not dissimilar to the modern giving of Christmas 
gifts, in which the giver definitely expects a gift in re- 
turn. However, as the institution of private property 
developed, and as the number and variety of economic 
goods increased, sporadic and casual trading relation- 
ships such as silent trade were superseded by more 
regular and direct types of barter. 

Although the use of money is nearly universal at the 
present time, barter still survives in the less advanced 
parts of the world and in certain rural communities 
even in our own country. Thus, farmers sometimes 
barter produce for “store goods” at a country store. 
In the southern United States, the advance of supplies 
to share croppers by local storekeepers in exchange 
for part of the cotton crop is also essentially barter. 
Moreover, in periods of acute economic distress, such 
as a depression, or of grave monetary disorder such as 
extreme inflation, barter is sometimes resorted to on a 
large scale. In the depression of 1930-1933 the monetary 
supply of many communities was largely destroyed by 
the failure of banks, and as a result barter again be- 
came common. Many communities established barter 
exchanges where the unemployed, farmers, and pro- 
fessional men of the community could exchange goods 
and services with one another. Most of these modern 
examples of barter are really pseudo barter, however, 
for it is common to express the relative values of the 
things exchanged in terms of money even though 
money is not used as a medium of exchange. 

Difficulties of Barter. Although barter was the means 
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by which most trade was carried on in the early history 
of mankind, and though it survives to some extent 
even today, it is nevertheless a very cumbersome and 
awkward process as compared to the exchange of 
goods for money. There are three essential shortcom- 
ings in the barter process. The first is that barter neces- 
sarily involves a double coincidence of wants. Thus, if 
an individual wishes to trade a horse for a boat, he 
must find a person who not only has a boat to trade 
but who is also willing to take a horse in exchange 
for it. A second difficulty arises when commodities are 
not divisible and are very unequal in value. Thus if A 
should have only a horse to trade and should want 
some shoes that were owned by B, some cloth owned 
by Cj.and a dog owned by D, it would be exceedingly 
difficult for him to carry on trade by barter. The third 
serious defect of barter is that there is no common 
measure of value for the great variety of goods used by 
the community. Each commodity has as many prices 
as there are goods for which it can be exchanged. Con- 
sequently, it is impossible to ascertain the relative values 
of goods by comparing their market prices as expressed 
in terms of a common unit of value. Indeed, under 
barter conditions there can be no real market price in 
the modern sense of a single price at a moment for a 
given kind and grade of goods. 

Money serves its purpose by overcoming these de- 
fects of jjarter. 

DEFINITION OF MONEY 

Money is best defined in functional terms; that is, 
in terms of those specific functions that differentiate 



FUNCTIONS OF MONEY 7 

it from all other economic objects. In this book the 
term “money” will be used to denote those things that 
are commonly accepted in payment for goods and in 
discharge of debt contracts, and that are expressed as 
multiples or fractions of some unit that is regarded as 
the common denominator or measure of value of things 
in general} The content and implications of this defi- 
nition can best be developed by a detailed analysis of 
the functions of money. 


CLASSIFICATION OF FUNCTIONS 
OF MONEY 


Money facilitates the exchange of goods and services 
by acting as: 

(1) A medium of payments 

(2) A common denominator or measure of value 

(3) A standard of deferred payments 

(4) A store of value 

The first two functions are the fundamental, or pri- 
mary, functions of money. The third and fourth func- 
tions of money are secondary in the sense that they are 
derived from and closely dependent upon the first 
two. 

MONEY AS A MEDIUM OF PAYMENTS 

The sale of goods for money must be distinguished 
from the direct exchange of goods by barter. In the 

^This definition closely parallels that developed by Robertson, D. H., 
in Money (1929), pages 2-4. 
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case of barter, each trader receives for his goods an- 
other commodity whose primary purpose is to be con- 
sumed, or used for the satisfaction of wants. Its pri- 
mary purpose is not to be passed on as a medium of 
payments, despite the fact that it may later be bartered 
for something else. When a seller exchanges his goods 
for money, however, he relinquishes goods and receives 
in return something that he does not desire for its 
own sake, and that he does not intend to consume, 
but that is taken only to be exchanged sooner or later 
for goods and services. The distinguishing characteris- 
tic of money, then, is that it fulfills its chief purpose 
only as it is passed from hand to hand in the trading 
process. 

General Acceptability of Money. To perform this 
function, money must have general acceptability. A 
seller of useful goods or services is willing to receive 
payment in money because he knows that it can be 
passed on to others in exchange for any type of de- 
sired commodity or service. Because only money pos- 
sesses this quality of general acceptability, it alone 
constitutes “generalized purchasing power” and can 
eliminate the difficulties of barter. 

Money eliminates the difficulty of the double coinci- 
dence of wants encountered under barter. Under a 
money economy, a person owning a horse that he 
wishes to exchange for a boat need not search for some- 
one who both has a boat and desires a horse, nor need 
he go fhrough a whole series of barter transactions to 
acquire some commodity that will be acceptable to the 
boat owner. He merely sells the horse for money and 
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then exchanges the money for a boat. Money also over- 
comes the difiBculty of the lack of divisibility of valuable 
objects. If the horse owner wishes to trade the horse 
for shoes, cloth, and a dog, he need not worry about 
the lack of divisibility of the horse; he can sell the 
horse for money and spend some of the money for 
each article. How money overcomes yet another diffi- 
culty of barter, the lack of a common measure of value, 
will be considered in the next section. 

MONEY AS A COMMON DENOMINATOR OR 
MEASURE OF VALUE 

The function of money as a common denominator 
of value is well described in the following analogy:* 

Just as fractions of different denominators can only be 
added together if they are first reduced to a common de- 
nominator, so it is only possible to express the aggregate 
values of a total of different kinds of goods when these 
goods are reduced to a common denominator of value. The 
value of different goods can then be estimated in terms of 
the same unit of value. . . . To judge the amount of a 
person’s wealth one would, in the absence of a uniform 
expression of value, such as money provides, have to 
enumerate at length all his various possessioQs, and in ad- 
dition specify the size, nature, etc., of each separate object 
which he owned. 

Under a money economy, the values of all goods are 
expressed as “prices”, that is, in terms of the number 
of units of money required to buy them. When this is 


^HclfJerich, Karl, Money (1927), Vol. I, p. 324. 
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done, it is a simple matter to keep accounts, to add the 
values of goods expressed in terms of money, and to 
ascertain the relative worths of goods by comparing 
their prices/ 

The Unit of Account. In the latter part of the defini- 
tion of money, it was stated that money is expressed in 
multiples or fractions of some unit that is regarded 
as the common denominator or measure of value of 
things in general. The unit in which prices are quoted 
is sometimes referred to as the unit of account or money 
of account. Examples of units of account are the dollar 
in the United States, the pound sterling in England, 
the franc in France, and the mark in Germany. In this 
country we do not think of quoting prices or of keep- 
ing accounts in federal reserve notes, silver coins, silver 
certificates, or demand deposits, although these are all 
part of our media of payments. These things, however, 
are all expressed as units, multiples, or fractions of the 
dollar, the same unit in which prices are quoted. Clearly 
then, it is this thing called a dollar that is our measure 
of value. It is the measuring rod with which we reckon 
the value of a numberless array of commodities and 
services. The unit of account is simply the name or 
title of the measuring rod. 

Standard Money. Money that is the physical embodi- 
ment of the unit of account, and to which the value of 

^ It has sometimes happened that one kind of money has been used as a 
medium of payments and another as a common denominator of value. 
Thus iif< Germany during the period of hyperinflation, dollars and Swiss 
francs were often used as a common denominator of value, although 
depreciated paper marks were used as a medium of exchange. Commodi- 
ties such as rye, coal, and kilowatts of electrical energy were also used as 
common denominators of value or standards of deferred payments. 
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all other types of money is adjusted, is called standard 
money* Historically, standard money has usually con- 
sisted of a defined weight of some precious metal, such 
as gold or silver. The values of all other types of money 
are ordinarily kept on a par with that of standard 
money by providing for free convertibility of each into 
the other. 

The Gold Dollar as Standard Money. For example, 
before the monetary changes that accompanied the 
depression of the early 1930’s, most of the important 
countries of the world were on the gold standard. One 
of the essential features of the gold standard was the 
definition by law of the unit of account as a fixed 
weight of gold. Thus, in the United States, the stand- 
ard dollar was at that time defined as a monetary unit 
containing 25.8 grains of gold .900 fine, or 23.22 grains 
of pure gold. Gold coins, however, were of minor im- 
portance as a medium of payments; this function was 
performed largely by the demand deposits of commer- 
cial banks, federal reserve notes, national bank notes, 
and various kinds of government paper money and 
silver coins. All these types of money were kept at an 
exact parity with gold dollars, for either by law or by 
administrative practice they were freely convertible into 
gold at the United States Treasury and the federal 
reserve banks. 

Relation of the Unit of Account to Standard Money. 
Although most of the important countries of the world 
were on the gold standard from the latter part of the 
last century until the outbreak of the First World 

*C/. Kemmcrcr, E. W., Money (i935)> P« 
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War, and again from the latter part of the decade of 
the 1920’s until the 1930-1933 depression, historically 
speaking this represents a brief span of time. During 
the course of history the units of account of the vari- 
ous nations of the world have undergone important 
changes both as to the quantity and as to the kind of 
precious metal in which they were defined. The unit 
of account, however, has been changed far less fre- 
quently than the standard money in which it is em- 
bodied. 

The relationship of the measure of value to money, 
or to the things that act as a medium of payments, may 
perhaps be clarified by analogy.® In this country there 
has been for nearly a century and a half a President of 
the United States. This office has been filled by a suc- 
cession of different men of varying physical appearance 
and mental capacity. Now “President of the United 
States” bears the same relationship to the President, 
whoever he may be, say Mr. Roosevelt, as the unit of 
account bears to the standard money at any particular 
time. Just as we have had the office of President filled 
by a succession of different men, our unit of account, 
the dollar, has been embodied in a series of different 
standard moneys. 

The dollar was originally defined as 371.25 grains of 
silver or 24.75 grains of gold, and later as 371.25 grains 
of silver or 23.22 grains of gold; in both cases a legal 
bimetallic standard was thereby established. Later the 
dollar was defined only as 23.22 grains of gold, and the 
United States was placed legally on the gold standard. 

® C/. Keynes, J. M., A Treatise on Money (1930), Vol. I, pp. 3-4. 
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At the present time the dollar is defined as 13.71 grains 
of gold. Moreover, during certain periods, the most 
notable of which was during and after the Civil War, 
the standard money was simply inconvertible paper 
money. 

An even more striking example is afforded by the 
pound sterling in England. The pound was originally, 
as the name implies, a pound of silver. Its fine silver 
content was gradually reduced from 4995 grains of 
silver to 1719 grains. For a time England was on a 
bimetallic standard with the pound defined as 1719 
grains of silver or 113 grains of gold. Later, although 
the name was unchanged, the pound was defined 
simply as 113 grains of gold. At times the pound was 
a “paper pound”, or inconvertible paper money, as for 
example, from 1797 to 1821, from the outbreak of the 
World War in 1914 until 1925, and after September 
1931 - 

In both England and the United States it has been 
the unit of account that has given continuity to the 
monetary system. In spite of the various changes in 
the standard money, prices continued to be quoted and 
accounts to be kept in pounds and in dollars, respec- 
tively. Once people become thoroughly accustomed to 
the use of money, they make valuations in terms of 
units of money. The fact that a unit of money may be 
composed of or represent a fixed weight of one kind of 
metal or another- rarely enters into the conscious cal- 
culations of individuals unless they happen to be en- 
gaged in foreign trade or foreign-exchange opera- 
tions. 
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Fluctuations in the Value of Money. To fulfill its 
function satisfactorily, a unit of measurement must 
itself be constant. Trade would be very confused if 
ounces, yards, and gallons were forever fluctuating 
in size. Yet the monetary unit, which acts as a measure 
or unit of value, has never remained constant in value. 
Monetary units have been defined as fixed amounts of 
gold, or of silver, or of both, and they have sometimes 
consisted merely of inconvertible paper; yet in all cases 
their values in terms of purchasing power, or their 
ability to buy goods in general, have fluctuated. The 
reasons for these fluctuations will be explained later. 
Here it is necessary only to note that money can never 
fulfill its functions in a completely satisfactory man- 
ner until its value, or purchasing power, is stabilized. 

MONEY AS A STANDARD OF DEFERRED 
PAYMENTS 

The function of money as a standard of deferred 
payments is derived from the use of money both as a 
medium of payments and as a common denominator of 
value. Deferred payments are payments that are post- 
poned from the present to a future date. These may 
arise out of two general types of transactions. Sellers 
frequently sell goods or services “on credit”, that is, in 
exchange for promises to pay later. And lenders part 
with present goods or money in exchange for promises 
of future repayment. In both cases “debts” necessitating 
deferred payment are created. In our modern credit 
economy billions of dollars of these debts are outstand- 
ing at all times. 
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Advantages of a Standard of Deferred Payments. 
These debts might, of course, be stated in terms of spe- 
cific commodities, but the advantages of expressing 
them in terms of money are decisive. In the first place, 
the market price of a specific commodity may fluctu- 
ate widely and rapidly. The purchasing power of 
money also fluctuates, but in all except abnormal 
periods, such as periods of extreme inflation, changes 
in the purchasing power of money are likely to be less 
sudden and drastic than changes in the prices of spe- 
cific commodities. This is one of the reasons why both 
creditors and debtors usually prefer to have debts stated 
in terms of money. In the second place, disagreements 
as to quality might arise if debts were expressed in 
terms of commodities, especially if they were expressed 
in terms of complex commodities, such as automobiles 
or typewriters. 

In the third place, and most important, lending is 
greatly facilitated by making loans in terms of money, 
just as trade is facilitated by the use of a medium of 
payments which eliminates the barter difficulty of lack 
of double coincidence. If loans were made and repaid 
in specific commodities, it might frequently happen 
that borrowers would not wish the specific goods that 
others might be willing to lend, and that lenders would 
not wish to receive in deferred payments the specific 
goods that borrowers might offer. It is clearly a great 
advantage to both lenders and borrowers to have loans 
made and debt contracts paid in money instead of in 
specific commodities that would have to be either 
used directly or bartered for other commodities. More- 
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over, the use of money enables people to save and in- 
vest, even though their primary economic activity may 
not be the production or holding of stocks or com- 
modities. It is not surprising, therefore, that historically 
the size and extent of credit transactions have increased 
with the increased use of money. Just as it is difficult 
to think of an exchange economy based on barter, it is 
difficult to conceive of a society that uses credit as ex- 
tensively as our own expressing its debt contracts in 
terms of specific commodities. 

Legd Tender. The kinds of money that by law must 
be accepted by creditors at par or nominal value in dis- 
charge of debt contracts expressed in terms of money 
are called legal tender money. This does not mean that 
a debtor is freed from his contractual obligation if a 
creditor refuses to receive the legal tender money that 
the debtor offers him; it means simply that if the debtor 
offers legal tender money he cannot be compelled by 
the creditor to pay in any other kind of money, and 
that he cannot be held liable for interest or court fees 
after the date on which the offer of legal tender money 
was made. 

The kinds of money that are not legal tender are 
called optional money; that is, creditors may accept 
them or not as they choose. In the past, countries that 
were on a metallic standard frequently limited the 
privilege of legal tender to full-weight standard coins, 
that^is, standard money. It is also customary to make 
subsidiary coins legal tender in limited amounts. Or- 
dinarily, however, it is a matter of indifference to 
creditors whether they are paid in legal tender or op- 
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tional money, providing that the optional money is 
maintained at a parity with the standard money. 

The State and Legal Tender Money. It is the pre- 
rogative of the government to declare what shall be 
legal tender money and what shall be only optional 
money. In this country before 1933, several different 
types of money were legal tender for all debts ex- 
pressed merely in terms of dollars. A great volume 
of outstanding debts, however, contained the “gold 
clause”; they were made payable specifically in “gold 
dollars of the present weight and fineness or their 
equivalent.” Creditors could legally refuse to accept 
legal tender money in satisfaction of these debts if 
the legal tender money offered was not on a par 
with gold. In 1933, Congress made important changes 
in this situation. It made illegal the possession and 
use of gold coin. It declared “gold clauses” in existing 
debt contracts to be void and prohibited their inclusion 
in new contracts. And it gave to all types of money in 
this country, except demand deposits (checking ac- 
counts), full legal tender powers for the satisfaction 
of all debts expressed in terms of dollars, even if pay- 
ment in gold was formerly stipulated. 

Effects of Changes in the Value of the Standard of 
Deferred Payments. Because it fluctuates in purchasing 
power, money has fulfilled its function as a standard 
of deferred payments in a far from satisfactory man- 
ner. When the purchasing power of money falls (that 
is, when prices rise) between the time that a debt 
is incurred and the time that it matures, the debtor is 
enabled to repay dollars less valuable than those that 
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he borrowed; the debtor gains at the expense of the 
creditor. When the purchasing power of money rises 
(that is, when prices fall) the debtor is forced to re- 
pay dollars more valuable than those he borrowed ; the 
creditor gains at the expense of the debtor. 

Arbitrary shifts of wealth in this manner have often 
been very serious, even when the dollar remained at a 
fixed value in gold. For example, the purchasing 
power of the dollar declined by one third from 1896 to 
1913, during which time we were on the gold standard. 
Hence a creditor who had loaned $1000 in 1896 and 
who was repaid $1000 in 1913 received only $667 in 
terms of the purchasing power of money in the earlier 
year. Conversely, creditors may also receive fortuitous 
gains at the expense of the debtor. During the period 
from 1922 to 1932 the purchasing power of the dollar 
increased by one half. Consequently a creditor who had 
loaned $1000 in 1922 and who was fortunate enough 
to be repaid fiooo in 1932 received $1500 in terms of 
the purchasing power of the dollar at the time the 
loan was made. This gain, of course, was at the expense 
of the debtor who borrowed when prices were high 
and repaid when prices were much lower. It is for this 
reason that there were such vehement protests from 
farmers with mortgaged farms during the depression. 

MONEY AS A STORE OF VALUE 

This function of money is not as important as the 
three functions just discussed, but it is of considerable 
significance. Since money is a medium of payments 
and constitutes purchasing power over goods in gen- 
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eral, it can be disposed of much more easily than such 
things as jewels, real estate, or securities. Consequently, 
it is very convenient to use money as a store of value, 
or as a “hoard”, for use at some future time. Classic 
examples of hoarding are the accumulation of stores 
of money, chiefly coin, by the peasants of France, and 
the hoarding of coins by both the wealthy and poor in 
Oriental countries such as India. 

Hoarded money has one serious disadvantage as a 
store of value: it does not yield any interest to its 
holders. For this reason, people in modern economic 
communities ordinarily prefer to hold a very large 
part of their wealth in the form of income-yielding as- 
sets, such as stocks, bonds, deposits in savings banks, and 
physical property. In periods of prosperity, therefore, 
money is not widely used as a store of value. But dur- 
ing the 1930-1933 depression there was a tremendous 
recrudescence of hoarding. Indeed, almost every serious 
decline of business activity and prices is accompanied 
by some additional hoarding. As people anticipate de- 
clines in the prices of goods and securities, there is a 
general move to sell these things and to hold money, 
which increases in value as prices fall. When banks are 
distrusted, people withdraw their deposits by demand- 
ing that the banks convert them into cash, and they 
hoard the cash thus received. This may lead to serious 
bank failures, since the cash reserves of banks are much 
smaller than the volume of bank deposits. If there is no 
lack of confidence in banks, however, hoarding is done 
chiefly hy accumulating large unutilized bank balances. 
The withdrawal of money from its normal use as a 



20 


ECONOMIC SIGNIFICANCE 


medium of payments to use it as a store of value tends 
to force prices still lower by reducing greatly the 
amount of money offered in exchange for goods. The 
erratic occurrence of hoarding of this type is a serious 
factor in economic instability. 

It is not always easy to draw a distinction between 
the use of money as a medium of payments and its 
use as a store of value. Except in the case of hoarding 
by misers who pathologically accumulate money for 
its own sake, most hoarded money is sooner or later 
used to buy goods. But, in order to use money as a 
medium of payments, most individuals and business 
enterprises find it necessary to hold a certain amount 
of “cash on hand” and bank deposits to draw on in 
making payments as the need arises. These holdings of 
money represent the use of money as a store of value, 
but money is continuously being shifted from these 
holdings into use as a medium of payments. Money 
so held is therefore primarily being used as a means 
of payments, while its use as a store of value is sec- 
ondary and incidental. Hoarding arises when money 
is held for long periods without being spent. 

When there is a general tendency to use money as a 
store of value rather than as a medium of payments, 
which is likely to occur in periods of business reces- 
sion and depression, the number of times that each 
dollar of money is used to buy goods or services in a 
givqi length of time is decreased. A smaller volume 
of money is offered for goods, and the general level 
of commodity prices falls. When there is a general 
tendency to dishoard money — to use it as a medium 
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of payments rather than as a store of value — each 
dollar is used oftener to purchase goods, a greater vol- 
ume of money is offered for goods, and a general rise 
of commodity prices occurs. Such a development is 
most likely to occur in periods of business prosperity 
and when further price rises are expected, for people 
wish to get rid of money before it declines in purchas- 
ing power. 


MONEY AND THE CAPITALISTIC 
SYSTEM 


The functions of money and the economic signifi- 
cance of money have already been discussed, but the 
importance of money in the modern capitalistic econ- 
omy can be better appreciated when one understands 
the ways in which it benefits the different economic 
groups. Therefore, this section will describe the prin- 
cipal services that money performs for the consumer, 
the enterpriser, the wage earner, and the capitalist. 

MONEY AND THE CONSUMER 

The receipt of income in the form of money, which 
is a fund of generalized purchasing power, enables the 
consumer to exercise freedom of choice in making 
purchases. He may use his income to acquire those 
things that best fit his individual needs and desires, 
and the capitalistic system functions in such a way 
that those things that are demanded most are pro- 
duced and offered for sale. If, for example, consumers 
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demand more shoes, the increase in demand is evi- 
denced by their willingness to pay more money for 
shoes. The resulting rise in the price of shoes relative 
to the prices of other commodities, from which de- 
mand has been diverted, tends to produce relatively 
high money profits in the manufacture of shoes. These 
high profits induce enterprisers to employ additional 
labor and other productive resources in the production 
of shoes until the profits in the shoe industry have 
been reduced to the level prevailing in other industries. 
Thus under capitalism money and prices are the mech- 
anism through which production is adjusted in ac- 
cordance with consumers’ choices. 

MONEY AND THE ENTERPRISER 

In adjusting production to demand, producers must 
make careful calculations of money costs of production 
and of the probable future money prices of the things 
that are to be produced. To do this, carefully managed 
industries must rely on elaborate systems of cost ac- 
counting that would be impossible without a common 
denominator of value such as money. Moreover, money 
as a medium of payments is used in paying employees, 
creditors, and those who supply raw materials; and 
money for these purposes is received when the products 
of the enterprise are sold. 

The fact that business enterprisers can buy and sell 
for^oney makes it possible for some of them to spe- 
cialize in the complicated tasks of organizing and 
managing industries, while others concentrate on dis- 
tributing to consumers the kinds and quantities of 
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goods demanded. Without this system of money pay- 
ments, it would be impossible for large-scale produc- 
tion, with its numerous and complex products, to be 
carried on under a system of free private enterprise. If 
the enterpriser could not use money payments, he 
would have to make payments in goods or in “kind” to 
employees, creditors, and those who supplied raw ma- 
terials. 

MONEY AND THE WAGE EARNER 

Even if the enterpriser succeeded in devising some 
method of making payments to the agents of produc- 
tion in “kind”, there is every reason to believe that em- 
ployees, who are usually inferior to enterprisers in bar- 
gaining power, would be dissatisfied. Not only would 
their freedom of choice as to kinds and qualities of 
goods be restricted to those that the company store 
might provide, but there would be constant disputes 
as to just what and how much of different consumers’ 
goods constituted a fair wage. This would be all the 
more true because there would be no one market price 
in terms of money for each good, so that employees 
would never know whether or not they were being 
paid less than laborers in other enterprises. 

That unscrupulous employers would exploit em- 
ployees in such a system is indicated by the long and 
bitter struggle of organized labor against the “truck” 
system in the nineteenth century. This was a system in 
which workers were forced to receive part of their 
wages in goods furnished by company stores at prices 
set by the company. The advantages of money wages 
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to the laborer are well summarized in the following 
statement: ® 

Carlyle declaimed against a modern civilization whose 
only bond of union is the cash nexus. Yet, from a different 
point of view, it may be said that liberty depends on cash. 
Indeed, the transition from slavery to freedom is a transi- 
tion from payment in lodging, board, and goods, or “truck”, 
to payment in legal tender or in a medium convertible 
into money on demand at its face value. Cash means free- 
dom. It permits the wage earner to buy what and where 
he wants. It also means earnings, for it exposes and corrects 
unwarranted deductions, such as high prices, through book- 
keeping accounts. 

The “truck” system has proved to be so subject to 
grave abuses that it is now strictly regulated or else 
abolished altogether by law. 

MONEY AND THE CAPITALIST 

Before concluding the discussion of money in the 
capitalistic system, something should be said of the 
relation of money to the capitalist, who gives our eco- 
nomic system its name. The economic system is called 
capitalistic because of the dominant role played in it 
by capital, and because it is the capitalist and capitalistic 
management that organize and control business, and 
determine business policies. The motivating force is 
the earning of a money return on the capital invested 
in business enterprises. In the modern economic sys- 
temTproduction is characteristically carried on by large 

^ Commons, J. R. anrl Andrews, J. B., Principles of Labor Legislation 
(Harper & Brothers, revised 1936), pa^?c 332. 



FUNCTIONS OF MONEY 


25 

enterprises which use a vast amount of machinery and 
other producers’ goods. Moreover, production is a long 
and time-consuming process during which wages and 
other costs must be paid long before the final products 
are sold. Therefore, large amounts of capital funds 
are needed, both to purchase producers’ goods and to 
finance the productive process. 

Money and Saving. In order to build up and to main- 
tain the equipment used in industry, and in order to 
support those individuals engaged in the production 
of durable goods used in industry, a large amount of 
saving is required. Some people must cut down on their 
consumption of consumers’ goods in order that labor 
and other productive resources may be diverted to the 
production of industrial equipment. In a money econ- 
omy this is done for the most part by individuals who 
reduce the proportion of their money incomes that they 
spend for consumption purposes and who invest or 
transfer the purchasing power thus saved to those who 
will use it to finance production. For this service, capi- 
talists receive either money interest or money profits. 

It would be impossible to work such a system as this 
on a barter basis. Without some easily transferable 
medium of generalized purchasing power such as 
money, financial institutions could not serve as spe- 
cialized intermediaries for collecting the savings of mil- 
lions of individuals and of transferring them to hun- 
dreds of thousands of business enterprises in need of 
capital. 

Moreover, the characteristic form of business enter- 
prise today is the corporation, which collects vast sums 
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of capital funds through the sale of stocks, bonds, and 
other securities, to thousands of separate investors. It 
is impossible to conceive of any feasible alternative 
to the use of money to make payments of interest and 
dividends to these thousands of widely scattered in- 
vestors, some of whom own but one bond or a few 
shares of stock. It is just as impossible to think of as- 
sembling huge aggregations of capital funds from small 
individual contributions on any kind of barter basis. 
Clearly, therefore, money is essential in an economic 
system in which the means of production are privately 
owned and in which industry is characterized by 
highly specialized large-scale enterprises using vast 
amounts of capital. 



CHAPTER II 


Kinds of Money 


The discussion so far has dealt largely with the func- 
tions of money. This chapter will deal with the physi- 
cal nature and objective characteristics of money. The 
origin and evolution of money will be discussed briefly, 
the kinds of money will be distinguished and classi- 
fied, and the media of payments in the United States 
at the present time will be described. 


ORIGIN AND EVOLUTION OF MONEY 


EARLY FORMS OF MONEY 

Origin of Money. Although authorities disagree as to 
the exact way in which money originated, they agree 
on one fact: Money was not the invention of some 
great man of history but, like most complex human 
institutions, was the product of a long and slow evolu- 
tionary process. Certain social scientists contend that 
money evolved from some widely demanded and fre- 
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quently traded commodity which was easy to exchange 
for other goods; that is, which was “highly barterable.” 
They hold, for example, that cattle were more widely 
demanded and more frequently exchanged than any 
other commodity. Cattle were, therefore, the most 
“highly barterable” or most widely acceptable of all 
commodities, and they finally became generally ac- 
ceptable as a medium of payments. Others believe that 
money arose from the use of some common article as 
a measure of value. They maintain that cattle were a 
form of property that was almost universally possessed 
and were, therefore, used as a measure of value of all 
other types of wealth. The use of cattle as a medium 
of exchange grew out of their use as a measure of 
value. 

But whether money evolved from some widely de- 
manded and frequently exchanged commodity or from 
some commodity used as a measure of value, the earliest 
forms of money were commodities. 

Consumable Commodities Used as Money. An amaz- 
ing number and variety of commodities have been 
used for money at different times and places. In some 
instances consumable commodities were used, such as 
salt, corn, rice, dried fish, tobacco, cattle, cloth, hides, 
and furs. The use of such commodities as media of ex- 
change has certain disadvantages. When the com- 
munity uses a specialized medium of payments, it must 
keep^a stock on hand for this purpose. This forces the 
with(3rawal of commodities from their commodity use 
to serve in the money use. As in many cases these com- 
modities were common necessities, the community 
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must often have been faced with the alternative of 
either doing without money or restricting its consump- 
tion of some necessity. Moreover, some of these com- 
modities were bulky and difficult to store and trans- 
port, or deteriorated rapidly in storage or in use. 

Durable Goods Used as Money. Consequently it is 
not surprising that many communities developed the 
use of more durable goods as money. The durable 
goods used for this purpose were sometimes tools or 
weapons such as knives, fishhooks, and nails, and 
sometimes objects of ornament, such as shells and 
beads. These durable goods had several advantages 
over consumable goods as media of payments: they 
could be shifted from the money use to their other 
uses and back again with a minimum of loss; they 
were for the most part easy to store and transport; 
and the objects of ornament could satisfy the esthetic 
desires and the love of conspicuous display so deeply 
rooted in human nature and could circulate as money 
at the same time. 

Use of Metals as Money. Instead of using durable 
goods such as weapons, tools, and ornaments, some 
primitive communities used for a medium of payments 
the unworked metals with which they were familiar. 
The metals used as money at one time or another have 
comprised gold, silver, copper, tin, lead, and iron. The 
use of metals in unworked form as money has several 
advantages over the use of metals in the form of fabri- 
cated products. To begin with, metals in unworked 
form are to a high degree uniform in quality and can 
be easily subdivided. Secondly, unworked metal can 
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be converted into weapons, tools, or ornaments, with- 
out the loss of labor involved in converting a metal 
from one of these forms to another. It is easy to under- 
stand, therefore, why many communities used metals 
circulated by weight and in the form of bars, rings, or 
lumps, in preference to fabricated products. 

Early Forms of Token Money. Many communities 
passed through an interesting transitional stage in 
which, having long been accustomed to use some dur- 
able good such as knives of fishhooks for money, they 
began to use miniature tokens or replicas of these 
goods. In China the metal heads of hoes were once 
used as money, but gradually these became miniature 
hoes which had no use save as money. Similarly, the 
fishing communities along the shores of the Indian 
ocean originally used fishhooks as money. Eventu- 
ally, however, the medium of payments developed 
into a simple piece of double wire which even the 
most imaginative could scarcely picture as a fish- 
hook. 

Perhaps the most striking instance of all is the 
familiar Chinese cash, which is a round copper coin 
with a square hole in the middle. This is simply a 
highly conventionalized knife. In very early times, 
copper or bronze knives were widely used as money in 
China. These knives had a ring on the end of the hilt 
so that a number of them could be strung together for 
easemf transportation. During a long period of years 
they were gradually reduced in size; first the blade 
was omitted, and then the hilt, until all that was left 
was a replica of the original ring. In all of these in- 
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stances the trend of development was away from using 
as money something that could be directly used as 
a tool, to a form of medium that had only a monetary 
use. These transitional forms of money also illustrate 
the manner in which a unit of account gives con- 
tinuity to a monetary system. That is, the knife, hoe, or 
fishhook was the value unit even though it no longer 
served as a medium of payments, this function being 
performed by conventionalized replicas of the original 
unit of account. 

USE OF PRECIOUS METALS AS MONEY 

As has been mentioned, metals circulating in bars 
or lumps were often used as money in primitive com- 
munities. Prominent among these metals were gold 
and silver, which appear to have been among the 
earliest metals known to mankind. With the passing 
of centuries these two precious metals have almost com- 
pletely displaced other metals as a money material 
except for copper and, in more modern times, nickel, 
which are still widely used for subsidiary and minor 
coins. 

COINAGE 

The precious metals long served as money before the 
device of coinage was invented. There is evidence of 
the use of gold bullion as money in China as early as 
2000 B.c. Gold and silver are known to have circulated 
by weight as money in ancient Babylonia, Assyria, 
Greece, and Egypt. It is generally agreed that coinage 
originated in Lydia in the seventh century before 
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Christ, many centuries after the precious metals were 
first used as money. In many cases the customary 
weight of gold in primitive coins was the amount sup- 
posed to represent the value of an ox, 04 cow, the orig- 
inal unit of account. 

Coinage was an important development, for it greatly 
facilitated the circulation of the precious metals as a 
medium of payments. When gold or silver circulates 
by weight, individuals must weigh each lump or bar, 
and test it to determine the amount of alloy that it 
contains. When the state, which is generally the agency 
for minting coins, stamps its seal upon pieces of metal 
and certifies them as to weight and fineness, the metal 
can be circulated simply by counting units of money. 
Coinage, however, is more than a convenient device 
for avoiding inconveniences of weighing and assaying. 
lx marked the first step in the separation of the thing 
that is called money from the precious metals. When 
a community reached the stage of using only coined 
metal as money, the metal in bullion form ceased to 
serve as money, and became merely a commodity. The 
metal in bullion form might be used as a store of value 
or for industrial purposes, but it was money only when 
it was made into coins. Moreover, it was not long be- 
fore coins, which in many cases were given the name 
of a primitive unit of weight, such as shekel, talent, 
pound, and livre, lost their primary meaning as units 
of weight, and became units of account; that is, in 
everyflhy life people made valuations in terms of sums 
of coins or money units rather than consciously in 
weights of precious metal. 
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PAPER MONEY 

The next step in the separation of money from its 
commodity status was the use of paper money. Al- 
though there are a few instances of the use of leather 
money in ancient times, and of the use of paper money 
in China and other Asiatic countries in the thirteenth 
and fourteenth centuries a.d., generally speaking paper 
money did not become important until modern times 
when the institutional devices of money and credit 
had reached an advanced stage of development. A 
large element of credit, in the sense of reliance on the 
good faith of others, enters into the use of any kind of 
money. Even in the use of coined money individuals 
trust the state to mint coins of a uniform weight and 
fine metal content. But the element of credit enters 
to an extreme degree into the use of paper money, 
which has a commodity value that is negligible in 
comparison with its money value. Such money could 
hardly be acceptable to a people that regards com- 
modity value as a sine qua non of general accepta- 
bility. 

Historically, paper money has usually, though not 
always, represented a promise by the issuing authority 
to pay on demand in legal tender coin or its bullion 
equivalent. Thus paper money is essentially a circulat- 
ing promissory note of the issuing authority, which is 
almost invariably either the state or a banking in- 
stitution. So long as this promise of convertibility is 
kept, and it can be kept only if the paper money is 
limited in quantity, the paper money is maintained at 
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a parity with standard money or its bullion equivalent. 

Although convertibility has been an important de- 
vice in securing the general acceptability of paper 
money, it is by no means essential after the use of 
paper money has become customary. There have been 
many instances in which a country from either neces- 
sity or choice, usually the former, has abandoned a 
metallic standard without destroying the general ac- 
ceptability of its paper money as a medium of pay- 
ments. In such cases people have become so accustomed 
to the use of paper money while it was convertible that 
the abandonment of convertibility has had scarcely 
any effect upon the willingness of individuals to re- 
ceive it for purposes of internal trade. In other words, 
the value of money as money, or as a medium of pay- 
ments, was sufHcient to secure its acceptability in spite 
of its lack of any significant commodity value. So es- 
sential is money in modern economic life that a people 
will continue to use a rapidly depreciating money as a 
medium of payments until it becomes literally worth- 
less. This is illustrated by the inflationary experiences of 
many countries during and following both the First and 
Second World Wars. 

The State and Paper Money. The state has available 
two important devices for enhancing the acceptability 
of paper money, whether it is convertible or incon- 
vertible. Once debts become important in economic 
life,^he state has a powerful lever for forcing paper 
money into circulation; this lever is the authority to 
make paper money legal tender for the discharge of 
both its own and private debts. Creditors are then con- 
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fronted with the necessity of receiving either paper 
money or no money at all, and they naturally elect to 
do the former. Paper money is also more acceptable if 
the state agrees to receive it at par value for the taxes 
and other payments owed it by its citizens. But these 
devices cannot prevent paper money from depreciating 
if it is issued to excess; and, if a paper money becomes 
excessively depreciated, people may be driven to avoid 
losses by refusing to extend new credits repayable in a 
fixed sum of money. 

Paper money will often circulate when it is neither 
legal tender nor accepted at par by the state for taxes 
or other payments. Thus, in our early history there 
were thousands of different kinds of bank notes that 
did not enjoy either of these privileges, and whose con- 
vertibility into specie (coin) was at best uncertain and 
often entirely lacking. In spite of this, these notes were 
widely accepted in trade, although they usually cir- 
culated at a varying discount relative to both govern- 
ment money and one another, and were the cause of 
serious inconvenience and loss. 

Advantages of Paper Money. Although paper money 
has the grave disadvantage of being highly susceptible 
to overissue, since its quantity is not limited by the 
scarcity of the material from which it is made, it 
nevertheless has important advantages. Its chief ad- 
vantage is that it serves as a cheap substitute for much 
more costly gold or silver coins. Huge amounts of coin 
and bullion are very expensive. They can be acquired 
only by devoting a part of the country’s limited pro- 
ductive power to gold or silver mining or by producing 
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goods to be sent abroad to purchase them. In either 
case, they are obtained only at a real cost to the nation, 
This cost can be avoided by the use of an inexpensive 
paper money. In addition to its advantage of cheap- 
ness, paper money is very easy to store and transport 
and is particularly convenient in making large pay- 
ments. 

DEMAND DEPOSITS AS MONEY 

The use of the demand deposit (or checking ac- 
counts) of commercial banks as money represents the 
last stage in the separation of money from any valuable 
money material. In this country, demand deposits serve 
as a medium of payments in about ninety per cent of 
all business transactions. 

Nature of Demand Deposits. Demand deposits are 
merely promises of the bank to pay the depositor legal 
tender money on demand. In normal circumstances, 
however, only a comparatively small amount of total 
demand deposits are converted into cash; instead, 
they remain on the books of the banking system as 
amounts due individual depositors. It is this that en- 
ables them to be used as a medium of payments. In- 
dividuals transfer these deposits from one to another 
by drawing checks on them when they wish a means 
of payment. Checks are not money; they are merely 
the device by which deposits are circulated from in- 
dividual to individual. It is therefore the demand de- 
posits 'themselves that must be considered as money. 
The process by which bank deposits are created, and 
the mechanism that enables them to serve as money, 
will be discussed more fully at a later point. 
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Since demand deposits are merely promises of the 
bank to pay legal tender money on demand, they are 
very similar to bank notes; both are types of bank 
debt, and both serve as means of payment. There is, 
however, one important distinction between them: bank 
notes, or any of the numerous kinds of money issued 
by the government, will be received with equanimity 
by a merchant from either a judge or a gangster. 
These kinds of money are generally acceptable re- 
gardless of the character or credit of the person offer- 
ing them; but this is not true of the checks drawn by 
an unknown individual on a bank. Before a merchant 
will accept the check of someone personally unknown 
to him he must be convinced that the check is good; 
that is, he must feel sure that the person offering the 
check has demand deposits in a solvent bank sufficient 
to cover the amount of the check. Thus the credit 
standing of the individual drawer of a check enters 
into the use of demand deposits as a medium of pay- 
ments in a way that is lacking when he offers other 
kinds of money. 

Advantages of Demand Deposits. Despite the disad- 
vantage just noted, the net advantages of using demand 
deposits subject to check are so great that in most 
western countries the volume of this type of money ex- 
ceeds that of all other types of money combined. The 
use of checks drawn on demand deposits eliminates 
the necessity for storing or carrying cash which may 
either be stolen or destroyed. Moreover, the use of 
checks facilitates payments in large transactions that 
would otherwise involve counting and handling a large 
number of bills and coins of varying denominations. 
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Checks may also be sent through the mails at nominal 
cost and without risk of loss to either sender or recip- 
ient in case of theft or accidental destruction. This 
greatly facilitates making payments to distant points. 
Another advantage is that checks automatically serve 
as receipts for money paid, for the person who receives 
them must endorse them on the back when he presents 
them to a bank to be cashed or deposited to his credit. 
In addition to these many advantages from the stand- 
point of convenience, demand deposits, like paper 
money, serve as a cheap substitute for the more costly 
medium of payments, coined money. 


CLASSIFICATION OF MONEY 


As has become apparent in the course of the preced- 
ing discussion, money is a complex device that as- 
sumes many different forms. A tabular classification 
may, therefore, contribute to a better understanding 
of the various kinds of money. The types of money 
that have been mentioned, together with some addi- 
tional types that have yet to be described, may be 
classified as follows: 

I. Full-bodied money 

II. Representative full-bodied money 

III. Credit Money 
4/L Government 

1. Token coins 

2. Representative token money 

3. Circulating promissory notes 
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B. Bank 

1, Circulating promissory notes 

2. Demand deposits subject to check 

All the kinds of money except demand deposits are 
cash or currency. No attempt is made in the classifi- 
cation to designate those kinds of money that are legal 
tender and those kinds that arc optional money, since 
all of the various kinds except demand deposits have, 
at one time or another, been legal tender, either in un- 
limited amounts, or sometimes, as in the case of token 
coins, in limited amounts. At the present time in the 
United States, all money except demand deposits has 
full legal tender powers. 

For a similar reason no attempt is made in the 
table to differentiate between standard money and non- 
standard money. Before the First World War, full- 
bodied coins were the customary standard money, but 
token coins and inconvertible paper money have also on 
occasion served in this capacity. 

FULL-BODIED MONEY 

Full-bodied money consists of coins containing metal 
that has value as a commodity equivalent to the money 
value of the coins. Such money usually arises when a 
country is on a gold, or silver, or bimetallic standard 
and practices either free or gratuitous coinage. 

Free and Gratuitous Coinage. When the government 
stands ready to coin all bullion presented to it without 
limitation as to amount, and without any charges except 
for the actual expenses of manufacturing bullion into 
coins, coinage is said to be free. If it does not even charge 
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for the expenses of manufacturing coin, coinage is said 
to be gratuitous. In the United States coinage has usually 
been both free and gratuitous, though an almost 
negligible charge has sometimes been made to cover 
the cost of any copper alloy added to increase the wear- 
ing quality of the coins. 

Equivalence of Money Value and Bullion Value. The 
expenses of coinage are so small that if coinage is free, 
even though it may not be gratuitous, there cannot be 
any significant difference between the value of full- 
bodied coins as money and the value of their bullion 
content as a commodity. If the gold contained in full- 
bodied coins became worth more as a commodity than 
the coins were worth as money, people would melt 
coins and sell them as bullion. This would reduce the 
supply of money and increase the amount of gold 
available for use as a commodity; the money value (or 
purchasing power) of gold coins would rise and the 
value of gold as a commodity would fall until the value 
of gold in monetary and in commodity uses was 
equalized. Conversely, if gold became worth more as 
money than as a commodity, more of it would be 
taken to the mint and less would be available for 
commodity uses; the value of gold as money would 
decline and the value of gold as a commodity would rise 
until the two values were again equalized. This is but 
one application of the general rule that, under con- 
ditions of pure competition, a standard or homogeneous 
good can have only one price in a given market at a 
given time, even if that good can be used for many 
purposes. 
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When the government provides for the free coinage 
of full-bodied coins, it establishes a fixed mint price for 
the precious metal that serves as a standard. In the 
United States the mint price of pure gold prior to 
March 1933 was $20.67 ounce; that is, since the troy 
ounce contained 480 grains, and since the dollar con- 
tained 23.22 grains of fine gold, each ounce of gold 
could be coined into 20.67 (or 480/23.22) dollars. 
Although gold was freely bought and sold in the 
market as bullion, the market price could never vary 
significantly from the fixed mint price. No one would 
sell gold for appreciably less than he could get at the 
mint if he were willing to wait a few days for his 
money; and no one could sell his gold for appreciably 
more than the mint price, for gold buyers always had 
the option of melting down full-bodied coins in order 
to get gold. 

At the present time, the mint price of gold is $35 
per ounce, and the market price must hover close to 
this level. 

REPRESENTATIVE FULL-BODIED MONEY 

Representative full-bodied money, a form of paper 
money, is a warehouse receipt for full-bodied coins or 
their bullion equivalent deposited with the Treasury. 
Prior to March of 1933, an individual could deposit gold 
coin or bullion with the Treasury, and receive in re- 
turn gold certificates of an equivalent amount. The gold 
thus deposited by individuals was really owned by the 
holders of the certificates rather than by the govern- 
ment, which was merely acting as a warehouseman. 
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Gold certificates represented an equivalent amount of 
gold and were essentially a device for permitting gold 
to be used as a means of payment while at the same 
time obtaining some of the conveniences of paper 
money. These certificates, as well as gold coins, were 
withdrawn from circulation in 1933 and can now be 
held only by the federal reserve banks. 

CREDIT MONEY 

Credit money is any kind of money, other than 
representative full-bodied money, that has a money 
value greater than the market value of the material of 
which it is composed. For any kind of money to cir- 
culate at a money value in excess of the commodity 
value of the material composing it, its supply must be 
kept below the amount that would he issued if the 
government permitted the free conversion of the money 
material into money, as it does in the case of full-bodied 
money. If paper producers were allowed to convert 
paper into paper money whenever they wished, they 
would do so as long as the value of paper as money was 
above the value of paper as a commodity. As a result, 
such a large amount of this money would be issued 
that its money value would soon be depressed to the 
level of its commodity value. After the First World War 
one country in Central Europe printed paper money 
so freely that a brewery found it cheaper to paste gov- 
ernq^ent notes of one crown denomination on its 
bottles of “Crown Beer” than to have its regular labels 
printed. 

Tol(en Coins. Token coins are credit money because 
they have a money value substantially greater than the 
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commodity value of the metal that they contain. Since 
the supply of token coins must be restricted in order 
for this condition to exist, this type of money is coined 
only at such times and in such amounts as the govern- 
ment deems desirable. Coinage is limited, not free. The 
profit accruing to the government from the issue of 
token coins is called a seigniorage profit. This is de- 
rived from the word “seignior”, or lord, and is a 
heritage of the feudal times when lords had a 
monopoly of coinage and could impose charges for 
converting bullion into coins. 

In modern times, the government not only limits 
strictly the amount of token coins; in addition, it usually 
maintains free convertibility between them and standard 
money. This is necessary not only to prevent deprecia- 
tion of token coins relative to standard money, but also 
to prevent their appreciation relative to standard money. 
There have been cases in which a shortage of token 
coins in the small denominations used for hand-to-hand 
“change” has led to a slight premium on token coins 
in terms of standard money, so great was the demand 
of the community for currency of this type. On the 
other hand, if the community had an excess of token 
coins, and wished to dispose of them for standard 
money, they would undoubtedly go to a discount if the 
government did not drain off the excess through allow- 
ing their conversion into standard money. Token 
money can neither depreciate nor appreciate in rela- 
tion to standard money so long as the government 
stands ready to give standard money for token money 
or token money for standard money at par or face 
value. 
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Token coins may be issued in units or multiples of 
the unit of account, or in fractions of the unit of ac- 
count. Examples of the former are the silver dollar in 
the United States, and the two-franc bronze token coins 
of France. In certain periods of our history, when we 
were on a bimetallic standard, the silver dollar was 
full-bodied standard money. But, at times, since the 
United States adopted the gold standard and discon- 
tinued the free coinage of silver, the market value of 
the silver in the silver dollar has been as little as twenty- 
one cents. In spite of this, the money value of the silver 
dollar is equal to that of a gold dollar, both because 
the amount of silver dollars is limited and because silver 
dollars are freely convertible into gold. 

For the most part, token coins in circulation are in 
denominations of fractions of the unit of account, such 
as half-dollars, quarters, dimes, nickels, and pennies. 
Although fractional coins in the past were often full 
bodied, this was found to be both inconvenient and 
unnecessarily expensive. If the commodity value of the 
coins temporarily exceeded their money value, they 
would be melted down or exported, thereby reducing 
the supply of hand-to-hand change below that needed 
by the public. This was particularly likely to happen 
when a country was on an inconvertible paper standard 
and issued paper money in excessive amounts. More- 
over, token fractional money is more economical than 
full-bodied fractional money, for it requires less money 
metJl: 

Representative Tol(en Money. Representative token 
money consists of warehouse receipts for token coins 
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deposited with the government. They are therefore 
similar to certificates representing full-bodied money. 
The only difference is that in one case the coins repre- 
sented are token and in the other case full bodied. 
This difference, however, makes it logical to class the 
certificates representing token money as credit money. 
The token coins against which certificates are issued 
are usually in denominations of the unit of account. 
Certificates are rarely issued against fractional token 
coins. 

In the United States silver certificates are issued 
against the deposit of silver dollars by individuals or 
against purchases of silver by the government. In the 
latter case, the silver bullion is not always coined. Since 
there are few silver dollars in circulation, the volume 
of silver certificates depends primarily on the amount 
of silver purchased by the Treasury on its own account. 
At the present time, most of our one-dollar bills are 
silver certificates convertible into silver dollars on de- 
mand. Since both silver certificates and the silver dollars 
they represent are limited in quantity, and are convert- 
ible on demand into other kinds of money, they circu- 
late at par, or their face value. 

Circulating Promissory Notes Issued by the Govern- 
ment. As has been pointed out, promissory notes issued 
by the government to be circulated as money are usually 
promises to pay on demand full-bodied coin or its bul- 
lion equivalent. When this promise is kept, the notes 
are said to be convertible; when it is not, as has some- 
times been the case from the outset, the notes are said 
to be inconvertible. In either case, the notes are credit 
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money. Convertible notes differ from representative 
full-bodied money in that no 100 per cent reserve, with 
a commodity value equal to the money value of the 
notes, is held against them. Though a coin or bullion 
reserve is customarily held, it is usually well below 100 
per cent. 

Since the cost of the money material in paper money 
is so small, the government makes an even greater 
seigniorage profit in the issue of paper money than in 
the issue of most kinds of token coins. But the necessity 
for restricting the issue of notes to an amount that will 
circulate at parity with standard money serves as an 
external or objective check on the amount of convertible 
notes that the government may issue, and hence limits 
the seigniorage profits that may be derived from this 
source. If the government issued convertible notes in 
excess, their money value would fall below the value of 
the precious metal in standard coins or bullion into 
which the notes were convertible. This would cause 
people to ask for conversion of notes into standard 
coins or bullion, so that, unless the government retired 
from circulation the notes paid in for this purpose, it 
would find the reserves against convertible notes being 
rapidly drained away. Therefore, it would be forced 
either to discontinue paying more notes into circula- 
tion, or else repudiate its promise and make them in- 
convertible when its metallic reserves were finally ex- 
hausted. 

If is for this reason that governments often resort 
to the issue of inconvertible notes in order to raise 
money for the expenses of a war; inconvertible notes 
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can be issued in almost unlimited amount, whereas the 
amount of convertible notes that can be issued is strictly 
limited by the necessity for converting them into coin 
or bullion. It is this potentiality of almost unlimited 
issue without an automatic objective check that makes 
inconvertible notes so subject to abuse. If, however, 
the government exercises the proper restraint and skill, 
the quantity of inconvertible notes may be controlled 
in such a manner as to secure a high degree of stability 
of value. 

The only kinds of circulating promissory notes 
issued by the Government of the United States and now 
outstanding are the United States notes, or “greenbacks” 
of Civil War fame, and an almost negligible amount of 
Treasury notes of 1890. The former were originally in- 
convertible notes, but since 1879 they have been con- 
vertible into gold, except for the short periods when 
the gold standard was suspended during the World 
War and the depression of the early 1930’s. Since 1878 
the amount of greenbacks has been limited by law to 
$347,000,000. Treasury notes of 1890 were originally 
convertible on demand into either gold or silver at the 
option of the Secretary of the Treasury. None of these 
notes was issued after 1893, at which time there were 
$156,000,000 outstanding. Since then they have all been 
retired from circulation except for $1,000,000 which are 
listed by the Treasury as still being in circulation, al- 
though it is believed that most of this amount is repre- 
sented by notes that have been lost or destroyed. 

Credit Money Issued by Banks. The essential charac- 
teristics of bank notes, or the circulating promissory 
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notes issued by banks, and of demand deposits, have 
already been mentioned, and will be discussed in de- 
tail in subsequent chapters. It is sufficient for the pres- 
ent purpose to point out that, in most countries, the 
notes issued by central banking institutions are of much 
greater importance than the circulating notes issued 
directly by the government. This is explained in part 
by a desire to prevent the overissue of notes. It was be- 
lieved that the overissue of notes to obtain revenue was 
such a temptation to the government that the func- 
tion of note issue had best be confined to a central 
bank, which might be less influenced by political con- 
siderations. 

Although there may be some truth in this argument, 
particularly in times of peace, the control exercised 
over central banks by their respective governments has 
usually been so close that in wartime the central bank 
is compelled to issue notes and lend them to the gov- 
ernment. When this is done, the government usually 
suspends its requirement that the central bank maintain 
the convertibility of its notes into full-bodied money or 
bullion. Aside from this, however, there are advantages 
in making the central bank, which in a modern com- 
munity exercises a considerable degree of control over 
the supply of money, responsible for regulating the 
supply of circulating notes. 

The notes of commercial banks are comparatively 
unimportant in most countries at the present time. 
The (5nly commercial bank notes in the United States, 
the national bank notes, are now being rapidly re- 
tired. When this process is completed, the only out- 
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standing bank notes of any sort will be federal reserve 
notes, which make up a large part of our cash, or cur- 
rency. Their volume is much less, however, than that 
of demand deposits subject to check, the credit money 
created by the commercial banking system. 


AMOUNT OF THE VARIOUS KINDS 
OF MONEY IN CIRCULATION IN 
THE UNITED STATES 


The following table shows the amounts of the various 
kinds of money in circulation in the United States. 
“Money in circulation” means money outside the 
Treasury and the federal reserve banks. 


KINDS OF MONEY IN CIRCULATION IN THE UNITED STATES 


AT THE END OF APRIL 1946 
(In Millions of Dollars) 

Representative full-bodied money — Gold Certificates 51 

Government credit money 

{ silver dollars 138 

subsidiary silver 830 

minor coin 31*2 

Representative token money — silver certificates i>978 

. . / United States notes 3^3 

Circulating promissory notes ^ Treasury notes of 1 890 I 

Bank money 

{ Federal reserve notes 23,685 

Federal reserve bank notes 473 

National bank notes 115 

Demand deposits subject to check — Demand deposits 

(adjusted) 7 7 ) 4 QQ 

Total money 105,286 


* Probably destroyed, or in private hoards; can no longer be used for 
hand-to-hand circulation. 




PART TWO 


CREDIT AND BANKING 





CHAPTER III 


Credit and Credit 
Instruments 


The modern economic system is frequently called a 
credit economy. This designation ignores other im- 
portant characteristics of the system, but it does focus 
attention upon one essential element without which 
the economy could not function as it does today. With- 
out credit, business enterprises could not have attained 
their present size, production would probably be car- 
ried on with less capital equipment, the monetary sys- 
tem — which now depends so greatly on credit — 
would function quite differently, and buying “on 
credit” would be impossible. 

It is the purpose of this chapter to describe the na- 
ture of credit, the types of credit, and credit instru- 
ments. 
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THE NATURE OF CREDIT 


Credit may be defined as the transfer of purchasing 
power or of valuable goods or services in the present 
in exchange for a promise of repayment in the 
future. This promise to repay in the future is called 
a “debt.” Therefore, every credit obviously involves 
an equivalent debt. Likewise, every credit (or debt) 
transaction involves a creditor and a debtor. The cred- 
itor surrenders present goods or purchasing power 
to the debtor, and the debtor promises to repay in 
the future. 

This relationship between credit and debt is fre- 
quently not understood. In popular opinion, credit is 
usually held to be beneficial, and increases in its quan- 
tity are ordinarily viewed with favor, whereas the 
existence of a “burden of debt” is believed to be in- 
jurious in its effects on the economic system. Since credit 
and debt are inseparable, at least one of these beliefs 
must be false. It remains true, however, that it is easy 
to make promises but always burdensome, and some- 
times impossible, to keep them. 

The Basis of Credit. A creditor will surrender pres- 
ent goods or purchasing power in exchange for a debt 
only if he has faith or trust that the debt will be paid. 
He must first be assured of the debtor’s capacity to 
pay.#5or this purpose he must ascertain the magnitude 
of the debtor’s assets and liabilities and the net income 
that the debtor will receive before the debt becomes 
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payable. But assurance that the debtor is able to pay 
is not enough; the creditor must also have faith that 
the debt will actually be paid. In some cases the 
debtor is required to pledge specific assets, such as 
land, buildings, machinery, or corporation securities, 
as security for the debt. Such debt is said to be secured. 
In other cases the debt is unsecured; it represents only 
a general claim upon all the debtor’s income and assets 
not pledged for the satisfaction of other obligations. 
If the debtor refuses to pay, the creditor may apply to 
the courts for enforcement of the debt contract, unless 
the debtor is a sovereign government. Usually, how- 
ever, credit will not be granted if the creditor lacks 
faith that payment will be made voluntarily, for the 
inconvenience and expense involved in litigation are 
too great. 

Importance of a Standard of Deferred Payments. 
The importance of money as a standard of deferred 
payments has already been stressed.^ Debts might be 
expressed in terms of commodities, such as bushels of 
potatoes or tons of steel, but such an arrangement would 
have serious disadvantages. Virtually all debts are now 
expressed in terms of a unit of account — in this coun- 
try in terms of dollars — and in most cases they are 
paid in money. This is true whether the debt arises 
out of a purchase of goods on credit or out of a straight 
loan transaction. As will be seen later, the almost uni- 
versal practice of expressing debts in terms of money 
is one of the reasons why the purchasing power of 
money should be kept relatively stable. 

^ See above, pp. 14-18. 
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CLASSIFICATION OF CREDIT 
(OR DEBT) 


Credit (or debt) can be classified in a number of 
ways, each of which helps to clarify its nature and its 
uses. 

Public and Private Credit. One classification is based 
upon the type of debtor. Public credit is that granted 
to government units of any kind. This type of credit 
has been used for centuries, but in the last fifty years 
it has grown by leaps and bounds as wars and prepara- 
tions for war have become increasingly more expensive 
and as government units have been called upon to as- 
sume more and more functions. Private credit is that 
granted to any debtor other than a government unit. 
It includes, therefore, all credit granted for any pur- 
pose to private individuals, partnerships, and corpora- 
tions. 

Consumptive and Productive Credit. Credit may also 
be classified according to the purpose for which it is 
used. Consumptive credit is that used by the debtor to 
acquire goods or services for consurnption. The college 
student who purchases a suit of clothes and induces 
the tailor to “charge it”, the secretary who pays for a 
trip to Europe on the installment plan, and the motor- 
ist who borrows money with which to buy a pleasure 
car •are all using consumptive credit. This type of 
credit does not necessarily enable one to increase the 
total real income that he receives during his life- 
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time. But if used judiciously, it may increase the total 
satisfactions that he derives from his income, for 
he is enabled to acquire goods at a time when their 
consumption yields a high degree of satisfaction and 
to pay the debt when his needs or desires are less ur- 
gent. If used thoughtlessly, however, consumptive 
credit may have the opposite effect. 

Productive credit is that used to further the pro- 
duction, distribution, or sale of goods or services. The 
farmer who borrows funds to buy farm land, the/ 
railway corporation that borrows to purchase a new 
locomotive, and the retail merchant who buys inven- 
tory on credit or with borrowed funds are all users 
of productive credit. The quantity of this type of credit 
outstanding is many times as great as that of consump- 
tive credit. 

Long-Term, Intermediate-Term, and Short-Term 
Credit. A third classification of credit is on the basis 
of the time elapsing between the date on which the 
debt is incurred and the date on which it falls due. 
Credit (or debt) -that runs for five years or more be- 
fore repayment is long term, that running from one 
to five years is intermediate term, and that maturing 
within a year is short term. 

Frequently, if not usually, the life or term of a debt 
is closely related to the length of time required for 
the liquidation of the project financed by the borrowed 
funds, that is, the length of time required for the 
project to put into the hands of the debtor sufficient 
funds to retire the debt. Thus, an enterpriser might 
incur long-term debt to buy land, buildings and highly 
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durable machinery that will yield sufficient funds to 
repay their cost only after the passage of a long period. 
He might resort to intermediate-term credit to purchase 
equipment that would yield its return in from one to 
five years. And he might secure short-term credit to 
purchase raw materials that would be “turned over” 
within a year. 

There are, however, many exceptions to these gen- 
eralizations. If interest rates on long-term credit are 
high in relation to interest rates on shorter term credit, 
or if long-term rates are expected to decline later, an 
enterpriser may purchase highly durable goods by giv- 
ing a debt that will mature long before the durable 
goods have yielded funds sufficient to pay off the debt. 
The expected advantage is a saving in interest costs; 
the danger is that a new credit may not be available 
when the original one expires, or that it will be avail- 
able only at a high rate of interest. 

On the other hand, long-term credit is often used, 
especially by large corporations, to finance transactions 
which are completed in a year, or even a shorter period. 
For example, a corporation operating a retail store 
whose inventory turns over rapidly but is never al- 
lowed to fall below $5,000,000 might issue that amount 
of long-term debt to purchase inventory and resort 
to short-term credit only when a larger inventory was 
desired. This type of practice — the use of long-term 
credit to finance transactions .completed in a short 
timer" is one of the reasons for the marked decline 
during the post-war period in the volume of short- 
term credit outstanding. It is especially likely to occur 



CREDIT INSTRUMENTS 59 

when interest rates on long-term credit are below the 
short-term interest rates that are expected to prevail. 


CREDIT INSTRUMENTS 


Credit instruments, which are legal documents evi- 
dencing the existence and terms of a credit transac- 
tion, fall into two general classes; they are either 
promises to pay or orders to pay. 

PROMISSORY NOTES 

Credit instruments taking the form of promises to 
pay are called promissory notes. By far the greater 
part of all credit outstanding in this country is evidenced 
by this type of instrument. An illustration of a simple 
promissory note is given below. 



The essential elements of this note are that John D. 
Doe (the debtor) for value received promises to pay to 
John J. Jones (the creditor), or to his order, a stated 
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sum of money ($1000) at a stipulated place and at a 
stipulated time. 

Promissory notes may be issued for any desired 
length of time. They may be payable only at the end 
of a long period — some have been issued for periods 
exceeding a hundred years — or they may mature 
within a very short time. Bonds are merely long-term 
promissory notes issued by corporations or government 
units. 

Commercial Paper. Short-term promissory notes is- 
sued to finance the production, distribution, or sale of 
goods or services are called commercial paper. There are 
two types of commercial paper. The first is open- 
market commercial paper. This type is issued by large 
and well-known business enterprises and sold in the 
“open market” to any person or institution wishing 
this type of investment. Its use can best be explained by 
an example. 

Suppose that a large mail-order company, such as 
Montgomery Ward and Company, desires to borrow 
$5,000,000 to purchase inventory which will be turned 
over within six months. To sell its promissory notes 
the company will seek to enlist the services of a com- 
mercial-paper house, which acts as a middleman in the 
sale of these instruments. If the commercial-paper 
house finds that the credit standing of the company 
is satisfactory, it will instruct the company to prepare 
$5,000,000 worth of notes in convenient denominations 
of $fc»,ooo to $100,000 each. These notes will then be 
sold to investors for their face value minus interest for 
the period the notes have to run, and the proceeds 
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will be turned over to the mail-order company. When 
the notes mature, the company will have sold its 
merchandise and will repay the notes at their face 
value. 

Banks, especially, buy this paper because it is short- 
term, relatively safe, highly salable, and may be used 
as a basis for borrowing at the federal reserve banks. 

The second type of commercial paper is customers’ 
commercial paper. This type arises out of loans from 
banks to their own customers for commercial pur- 
poses. Quantitatively it is many times as important as 
open-market commercial paper. 

Promissory Notes Payable on Demand. Some promis- 
sory notes do not have any fixed date of maturity, but 
are payable on demand, that is, at any time that the 
creditor requests payment or that the debtor wishes to 
pay. The most important example of this type of credit 
in the United States is the “call loan.” Call loans are 
loans made to security dealers and brokers on the vari- 
ous stock exchanges, and especially on the New York 
Stock Exchange, for the purpose of buying and carry- 
ing securities “on margin.” Brokers and dealers bor- 
row for the accounts of their customers as well as for 
their own accounts. The purchaser of securities is re- 
quired to “put up a margin” (to supply a percentage 
of the purchase price of the securities), and the se- 
curities are then pledged as collateral for a loan suf- 
ficient to meet the remainder of their cost. 

The call-loan market occupies an important place in 
American finance. Since these loans are safe and highly 
liquid, banks tend to send to this market any “surplus” 
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short-term funds that they may have. And when any 
tightness of credit occurs, they are likely to call their 
loans in this market before decreasing loans to their 
customers. Great importance, therefore, is attached to 
the quotations of call-loan rates from day to day and 
from week to week, for they are likely to be highly 
sensitive to changes in the demand for and the supply 
of loanable funds, not only in New York City, the 
central credit market of this country, but throughout 
the entire nation. 

As explained in Chapter II, some promissory notes 
payable on demand are used as money The most im- 
portant of these in the United States are the “green- 
backs” (United States notes) and federal reserve notes. 
By far the largest part of the money supply is in the 
form of demand deposits, which are bank debts pay- 
able on demand, but ownership of these debts is trans- 
ferred by means of orders to pay rather than by 
promises to pay. 


BILLS OF EXCHANGE, OR DRAFTS 


A bill of exchange, or draft, is essentially an order 
upon someone to pay. A specimen is shown on page 63. 
The essential elements of such an instrument, as shown 
in this illustration, are that the drawer (the James Roe 
Machinery Company) orders the drawee (the Chase 
National Bank) to pay to the payee or order (“our- 
selves”) a stated sum of money at a stated time and 

^ See above, pp. 45-47. 
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place. In many drafts the payee is a third party and is 
not the drawer. 

Bills of exchange may be classified on various bases. 
One classification is on the basis of the type of drawee. 
Drafts drawn upon banks are called bankers’ hills. 
Those drawn upon individuals and corporations other 



than banks are trade bills. Bankers’ bills are used much 
more than trade bills in this country. 

Another classification is on the basis of the maturity 
of the bills. Drafts payable “at sight” or “on demand”, 
that is, upon presentation to the drawee, are called 
sight or demand drafts. Those payable only after a 
period of time are called time drafts. Unlike promissory 
notes, which may have any maturity, time drafts are 
virtually always short term. 

The most fomiliar bill of exchange is the bank 
check, which is of tremendous importance as a means 
of transferring ownership of demand deposits. Techni- 
cally, this is a sight bankers' bill, for it is drawn upon a 
bank and is payable on demand, that is, when pre- 
sented to the bank. 
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The Use of Time Bills to Finance the Production, 
Distribution, or Sale of Goods. Time bills, which may 
be either trade bills or bankers’ bills, are often used to 
finance the production, distribution, or sale of goods. 
How each type of bill is used to secure credit will be 
shown by examples. 

Let us suppose that Charles Jones, a textile manu- 
facturer in New York, wishes to purchase $10,000 
worth of raw cotton for manufacture. James Sykes, 
a cotton merchant, has cotton to sell. The difficulty, 
however, is that Sykes wishes to be paid immediately 
in order to buy more cotton, whereas Jones does not 
wish to pay until ninety days later, by which time he 
will have sold the finished cotton goods and will be 
able to pay. If Jones has a satisfactory credit rating, 
the problem may be solved by the use of a time trade 
bill. Sykes will draw a draft on Jones ordering him to 
pay to Sykes or to his “order” ninety days after sight 
the sum of $10,000 at some specified place. He will 
then present the draft to Jones for “acceptance.” 
Jones will “accept” the draft by writing “accepted” 
across its face and signing his name. By this operation 
he obligates himself to pay the draft as ordered. Sykes 
will endorse the “acceptance”, which is the name ap- 
plied to an accepted draft, and then sell it in the market 
for its face value minus interest for ninety days. At 
this point Jones has the cotton, Sykes has received pay- 
ment by selling the acceptance, and some investor is 
holding the acceptance. Ninety days later, when the 
matured acceptance is presented for payment, Jones 
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will have sold the finished cotton goods, and will pay 
the acceptance at its face value. 

Credit to finance this transaction was supplied by the 
purchaser of the acceptance, which was probably a 
bank, but which might be some other investor. For this 
service the purchaser of the acceptance received in- 
terest equal to the “discount” at which he purchased 
the acceptance, that is, the difference between the pur- 
chase price and the face value of the instrument. The 
interest cost, though apparently borne by Sykes, was 
very likely shifted to Jones. Sykes, knowing by what 
means he was to be paid, probably added to the price 
of the cotton an amount equal to the discount at 
which the acceptance was sold. 

It is likely, however, that if any sort of time bill of 
exchange were used to finance the transaction in cot- 
ton it would be a bankers’ bill rather than a trade 
bill. The latter is not widely used in this country. 

Though the procedure in the use of time bankers’ 
bills varies considerably, in this case it might be essen- 
tially as follows: Jones will request his bank to permit 
a draft for $10,000 to be drawn upon it. If the bank 
trusts Jones, or if he will supply collateral for its pro- 
tection, the bank will issue to Jones a “letter of credit.” 
This document is a contract in which the bank, for a 
consideration and under certain safeguards, promises to 
accept the draft drawn upon it. Jones will then send 
the letter of credit to Sykes. The latter will draw a 
draft upon Jones’s bank ordering it to pay to Sykes, or 
to his order, ninety days after sight the sum of |io,ooo. 
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After endorsing the draft, Sykes will offer it for sale, 
probably to his own bank. Being assured by the letter 
of credit that the draft will be accepted, Sykes’s bank 
will purchase the draft for its face value less interest 
for ninety days. (But the discount will be less on the 
bankers’ bill than it would be on a trade bill of the 
same size and maturity, for there is less risk on a 
bankers’ bill.) At this point Jones has the cotton, Sykes 
has received payment, and the Sykes bank has the draft, 
which it will present to Jones’s bank for acceptance. 
After the draft is accepted, Sykes’s bank may then 
cither hold it until its maturity ninety days later, or 
sell it to another investor. In any case, the acceptance 
will, at its maturity, be presented to Jones’s bank for 
payment. By this time, however, Jones will have sold 
the finished cotton goods and will have placed in the 
hands of his bank sufficient funds to pay the acceptance. 

It will be noted that at no time did Jones’s bank ad- 
vance any funds. It merely assumed responsibility for 
the payment of the acceptance; in effect, it guaranteed 
Jones’s debt. For this service it received from Jones a 
commission amounting to a fraction of one per cent of 
the face value of the acceptance. The loan funds were 
actually advanced by Sykes’s bank or by the person or 
institution to whom Sykes’s bank sold the instrument, 
and who held it to its maturity. The acceptance might 
be held by several investors during the course of its 
life. If so, each investor would furnish credit for the 
period^that he held the acceptance. As in the case of 
financing by means of the trade acceptance, the interest 
cost was probably shifted to Jones. 
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Clean and Documentary Bills of Exchange. The bills 
used in the transactions described above were “clean 
bills”; that is, they had no documents attached to 
them. In most transactions of this type, however, “docu- 
mentary bills”, or bills with documents attached, would 
be used. The purpose of these documents is to vest 
ownership of the goods in the billholder until the bill 
has been accepted. If the goods are in process of ship- 
ment, a “bill of lading” giving the holder of the bill 
title to the goods may be attached. If the goods are in 
a warehouse, a “warehouse receipt” representing owner- 
ship of goods may be used. 

Importance of Bills of Exchange in International 
Transactions. More than half of all the bills of exchange 
in this country arise out of international transactions. 
As will be explained later, these instruments are not 
only employed to secure credit to finance international 
transactions; they are also the principal means by 
which payments between countries are effected. 



CHAPTER IV 


Investment Institutions and 
Commercial Banking 


SAVINGS AND INVESTMENT 

Investment by individual savers is sometimes made 
directly in the tangible or intangible property of eco- 
nomic enterprise. Such investment may be in the form 
of the purchase of shares of ownership (for example, 
corporate stocks), or in the form of loans (for example, 
bonds, notes, or other credit instruments). This method, 
though simple, often has serious disadvantages, not 
only for investors and enterprisers seeking capital but 
for the entire economic system. 

In the first place, most savers can have only a very 
limited knowledge of the opportunities for investing 
throughout a large area. In general, they do not have 
access to the relevant information. Most of them are 
without the training and experience necessary for the 
understanding of complex credit and investment data. 
And even if they had access to the information and 
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had the ability to interpret it, few of them would find 
it feasible to make a thorough analysis of investment 
opportunities. If each saver had to invest on the basis 
of such incomplete knowledge as he could acquire for 
himself, his risk of loss would be great, and he would 
be highly unlikely to know what industries and what 
firms in each industry could use investment funds 
most productively. 

In the second place, when individuals lend their 
own savings and attempt to insure that debtors abide 
by all their promises and meet interest and principal 
payments promptly, the administrative costs, measured 
in time and inconvenience, are likely to be prohibitive. 
When individual savers invest in part ownership of an 
enterprise, their judgment of comparative profit op- 
portunities is commonly even less reliable. And, in the 
third place, individuals with only a limited amount of 
savings cannot diversify their investments, or can do 
so only at great expense. 

For all these reasons, the volume of savings offered 
for investment would probably be smaller, and the al- 
location of capital among industries and firms de- 
manding funds would be less efficient if no institutions 
existed to facilitate investment transactions. 


INVESTMENT INSTITUTIONS 


To release investment transactions from the impedi- 
ments just described a complex system of specialized 
investment institutions has developed. These range all 
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the way from the dark and dusty little pawnshop to 
the imposing banks with assets exceeding a billion dol- 
lars. Some deal principally in investment in shares of 
ownership in enterprise, or stocks, whereas others deal 
mainly in credit instruments. Some deal in credit of 
all maturities; others specialize in long-term, inter- 
mediate-term, or short-term credit. Some deal with all 
types of borrowers; others deal only with specific types, 
such as retailers, cattle raisers, purchasers of automo- 
biles on the installment plan, purchasers of homes, or 
needy working men. Thus it is possible to classify fi- 
nancial institutions by the types of securities in which 
they deal, by whether they engage principally in long- 
term or short-term credit, or by the type of customers 
they accommodate. 

It is more important, however, to distinguish two 
groups of investment institutions; namely, those hav- 
ing power to create credit that is used as money and 
those not having such power. The former comprise 
the commercial banking system and the latter consist 
of a group of purely intermediary investment institu- 
tions. 

INTERMEDIARY INVESTMENT 
INSTITUTIONS 

These investment institutions merely bring together 
savers and firms seeking capital. While some of them 
grant credit, they are not themselves the ultimate source 
of the funds. For example, savings banks and life 
insurance companies make long-term loans and, to a 
less degree, short-term loans, with funds deposited by 
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numerous savers. Investment institutions of this general 
type, which will be briefly described below, gather 
savings by selling their stocks, bonds and shorter term 
obligations to savers and by receiving in return money 
that represents a part of the savers’ incomes. Some of 
them, such as savings banks, also accept savers’ money 
merely on deposit. Whatever the method of mobilizing 
the funds, when obtained they can be invested in the 
stocks, bonds, or other intangible property representing 
claims to money income arising from economic ac- 
tivity.^ 

It is to be noted that, when an investment institu- 
tion thus intervenes as an intermediary, there are three 
parties involved in capital transactions; namely, the 
firm or government unit seeking capital, the inter- 
mediary investing in the intangible property offered by 
such organizations, and the saver. Under such con- 
ditions, the scattered individuals save, the investment 
intermediary invests in the various types of intangible 
property representing claims to money income, and 
the capital seekers either borrow (by selling bonds or 
other credit instruments) or sell shares of ownership in 
their enterprise (by selling stocks). The government 
organizations commonly seek capital through borrow- 
ing. 

Institutions Dealing in Long-Term Investment. Many 
types of institutions deal in long-term credit. Among 
the most important of these are investment hanhj. 
These are not lending institutions, despite their name; 

^C/. Mdsaac, A. M., and Smith, J. G., Introduction to Economic 
Analysis (1937), Chapter XIII, 
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they are, rather, security merchants. They purchase 
newly issued securities (stocks, bonds, and short-term 
obligations) at one price from corporations and govern- 
ment units and sell them at a higher price to investors. 
Sometimes, especially when the amount involved is 
small, one investment bank will purchase and sell an 
entire new issue without assistance. In other cases, 
especially when the issue is large, as many as a dozen 
or more investment banks may form a “syndicate”, or 
temporary association, to buy and sell an issue. 

Before contracting to buy and sell a proposed new 
issue of securities, a well-managed investment bank 
tries to determine whether the issue is economically 
justified. To this end it investigates the honesty and 
ability of the officials of the enterprise, and attempts 
to determine whether the enterprise’s prospective costs 
and the demand for its product promise to be such as 
to permit it to become a financial success. These things 
can never be predicted with certainty. But if the in- 
vestigation is conducted with efficiency and in good 
faith and if full information is given to investors, in- 
vestment banks can do much toward guiding the 
limited amount of investment funds into their most 
productive channels. If, however, investment banks 
are either dishonest or inefficient, they may bring 
about an uneconomic allocation of investment funds 
among industries and among firms within each in- 
dustry. 

It is^to be noted that investment banks deal not 
only in credit, or debt, by buying and selling bonds 
and shorter term credit instruments, but they also deal 
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in stocks, or shares in the ownership of enterprises. 

Another type of institution that deals in long-term 
credit as well as in stocks is the investment trust. An 
investment trust is an enterprise, incorporated or un- 
incorporated, that issues its own securities to investors 
and invests the proceeds in the securities of other con- 
cerns. 

The operation of investment trusts can be explained 
by an example. Suppose that an investment trust is in- 
corporated and that it issues 100,000 shares of stock at 
$100 a share, thereby collecting ten million dollars 
from investors. The officials of the trust can then in- 
vest this amount in a wide selection of securities con- 
sisting of stocks and bonds of a large number of firms 
operating in many industries and located in various 
geographic areas. 

An investment trust, operated honestly and efficiently 
on the above principles, offers three important ad- 
vantages: (i) Expert selection of securities. Because of 
the scope of its operations, a large investment trust 
can afford to conduct a careful investigation into the 
merits of each security and can then purchase those that 
promise the highest net return. (2) Economical super- 
vision of securities. Because it operates on a large scale, 
an investment trust can hold and supervise securities 
at a low cost per unit. (3) Diversification of invest- 
ments. If an individual has only a few hundred dollars 
to invest, he can purchase at most three or four different 
types of securities. If one of these should prove bad, 
his loss would be serious. But if an individual should 
purchase a f 100 share of stock in the investment trust 
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described above, he would in effect be purchasing a 
one one-hundred thousandth (1/100,000) interest in 
all the securities held by the investment trust. The 
loss to the investor would be much less serious, there- 
fore, if one security among the large number in the port- 
folio of the investment trust should prove worthless. 
And there is always the possibility that declines in the 
prices of some securities will be offset by rises in the 
prices of others. Therefore, a well-managed invest- 
ment trust reduces risks to investors both by expert 
selection of securities and by diversification. 

Some investment trusts have not operated on these 
principles, however; they have been neither honestly 
nor efficiently managed, they have not diversified their 
investments widely, and they have acted as “speculative 
trusts” rather than as investment trusts. 

There are many other types of institutions that collect 
funds from savers and invest them, thereby operating 
on the same general principles as the investment trust, 
though they differ in some respects. Building and loan 
associations, mortgage companies, insurance compa- 
nies, and savings banks are among the most important 
of these. 

Some institutions dealing in short-term credit oper- 
ate on the general principles described above, but the 
most important institutions specializing in short-term 
credit — the commercial banks — operate in a very dif- 
ferent way. 

It is#tp be emphasized that the amount of loans that 
credit institutions, exclusive of commercial ban\s, can 
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grant is strictly limited to the volume of loan funds 
that they can gather from savers or investors. By their 
lending transactions they neither create money nor 
destroy it; they merely transfer existing money from 
savers to borrowers. 

The statements just preceding cannot be applied to 
the operations of the commercial banking system. In 
the first place, the amount of loans that the commercial 
banks can grant is not determined by the amount of 
savings entrusted to them by individual savers. And 
in the second place, these banks, by increasing or de- 
creasing the total amount of their loans, can and do 
increase or decrease the total quantity of money. In 
order to clarify the reasons for these peculiarities, it is 
necessary to describe more fully the structure and func- 
tioning of the commercial banking system. 

THE BANKING SYSTEM OF THE 
UNITED STATES 

There are in this country about 16,000 banks. Of 
these, 900 are savings banks and 15,100 are commercial 
banks, though most of the commercial banks have sav- 
ings departments. All the savings banks and 9,500 of 
the commercial banks have received their charters from 
the states and are therefore called “state banks.” Of 
the other commercial banks, 5,400 have received their 
charters from the federal government and are called 
“national banks.” A small number of the banks are 
unincorporated. 

The function of savings banking can be passed over 
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briefly. In carrying out this function, savings banks 
and the savings departments of commercial banks 
operate essentially as do other credit institutions, with 
the exception of commercial banks. They gather money 
from savers and lend it to borrowers, who withdraw 
the funds and use them. True time or savings deposits 
can be withdrawn only after the expiration of some 
specified period — such as thirty or sixty days. They are 
not withdrawable “on demand”, they are not trans- 
ferable by check, and they do not act as money. 

The Functions of Commercial Banks. The dis- 
tinguishing characteristic of modern commercial bank- 
ing is the ability to maintain and to create demand de- 
posits (checking accounts) which serve as money. 

The term “deposits” is likely to be misleading. It 
suggests that deposits originate only through the stor- 
ing or depositing of cash with banks and that banks 
maintain in their vaults an amount of cash equal to 
deposits. Neither of these things is true. 

Demand deposits are simply debts owed by banks and 
payable on demand, that is, payable at the wish of the 
owner of the deposit. The demand deposits (demand 
debts) of the banking system can be increased, of 
course, by entrusting additional cash to the banks, but 
only a small proportion of deposits originate in this 
way. Moreover, an increase of demand deposits re- 
sulting from the deposit of cash that was previously 
in circulation does not constitute a net addition to the 
total fjuantity of money; the increase of money in the 
form of demand deposits is offset by the decrease of 
cash in circulation. It will be seen later, however, that 
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such an inflow of cash would pave the way for a 
further expansion of deposits by another process. 

Most deposits are created by the banks through the 
making of loans, both short-term and long-term. The 
banks lend to borrowers (accept the borrowers’ debt) 
and give in return their own debts payable on demand 
(demand deposits). This exchange of debt for debt is 
advantageous to both parties. The bank receives the 
borrower’s debt, which cannot circulate as money but 
which does bear interest, and the borrower receives the 
bank’s demand debt, which does not bear interest |jut 
which can be used as money in purchasing goods and 
services. 

This creation of demand deposits can be illustrated 
by a simplified example. Suppose that a group of enter- 
prisers decide to establish a small commercial banking 
system in a country that was previously without such 
facilities. For this purpose they form a corporation and 
subscribe $100,000 for its capital stock. One half of the 
subscribed funds are immediately paid out for buildings 
and other equipment. The corporation’s condition, as 
revealed by its balance sheet, would then be as follows: 

Assets Liabilities 

Buildings and equipment $ 50,000 Capital stock $100,000 

Cash _ 5 0,000 

$100,000 $100,000 

To show earnings, however, the banking system 
must acquire earning assets. Suppose, therefore, that it 
agrees to lend to a group of merchants $200,000 for 
sixty days at a rate of interest of six per cent per year, 
or one per cent for sixty days. The assets of the banking 
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system would be increased $200,000 by the loan. After 
deducting $2,000 ($200,000 x .01 = $2,000) for interest, 
the banking system would create on its books and give 
to the borrowers “demand deposits” (or checking ac- 
counts) of $198,000. The condition of the banking 
system would then be as shown below: 

Assets Liabilities 

Buildings and equipment $ 50,000 Capital stock $100,000 

Cash 50,000 Undivided profits 2,000 

Loans 200,000 Demand deposits 198,000 

$300,000 $300,000 


It is obvious that, by making the loans sought by bor- 
rowing enterprise, the banking system created $198,000 
of demand deposits that did not exist before. 

Though a large part of their loans are short term, 
commercial banks also make long-term loans by pur- 
chasing such instruments as real-estate mortgages, 
corporation bonds, and government bonds. These are 
listed in their balance sheets as “investments.” The 
making of long-term loans has the same effect on de- 
posits as does the making of short-term loans. There- 
fore, if the banking system just described were to buy 
$100,000 worth of investments, both its assets and de- 
mand deposits would be increased by that amount. 
The seller of the investments would be given demand 
deposits in payment. 

Assets Liabilities 

Buildings and equipment $ 50,000 Capital stock $100,000 

Cash ^ * 50,000 Undivided profits 2,000 

Loans 200,000 Demand deposits 298,000 

Investments 100,000 

$400,000 


$400,000 



INVESTMENT INSTITUTIONS 


79 

By this purchase of investments the commercial bank- 
ing system increased its demand deposits from $198,000 
to $298,000. 

The commercial banking system can create money 
in the form of demand deposits and in amounts far 
in excess of its reserves only because depositors do not 
attempt to convert any large part of their deposits into 
cash at the same time. The deposits themselves are 
used as money; they are transferred from one depositor 
to another as a medium of payments and from one bank 
to another, but except in periods of distrust — when 
the whole banking system is liable to collapse — cash 
is withdrawn only to make payments of a type for 
which the use of checks would be inconvenient. And 
withdrawals of cash by some depositors are ordinarily 
offset by deposits of cash by others. 

As would be expected, the effect exerted on demand 
deposits by a net decrease of the loans and investments of 
the banking system is just the reverse of that exerted by 
a net increase of loans and investments; demand de- 
posits are diminished by an equivalent amount. If the 
banking system above should reduce its loans by 
$50,000, the borrower who repaid the loan would give 
to his bank an equivalent check on his deposit account 
and would thereby retire that amount both of his debt 
to the bank and of the bank’s debt to him. The same 
would occur if the banking system reduced its invest- 
ments. The buyer of the investments from the banks 
would pay for them by writing a check on his deposits, 
and the banks would reduce both their investments 
and their demand deposits by an equivalent amount. 
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BANK. NOTES 

Demand deposits have reached their present great 
importance in the money supply only after a long period 
of development. Not until just before the Civil War 
did their volume become equal to that of cash in circu- 
lation. Even in the earlier period, however, bank debts 
made up an important part of the money supply, for the 
banks, in addition to creating demand deposits, also is- 
sued bank notes, which were merely their own promis- 
sory notes payable in other cash on demand. These cir- 
culating promissory notes were issued very much as 
demand deposits are today. The banks made short-term 
loans or purchased investments and paid out their 
dollar-bill notes to the borrowers or to the sellers of 
the investments. The commercial banks could issue 
these circulating promissory notes in amounts far in 
excess of their reserves, for they knew that no consider- 
able part of them would be presented for redemption 
into other money at any one time. 

For a long period banks were allowed to issue their 
circulating notes almost without restriction. As a result, 
many of them abused the privilege, and overissue was 
common. To eliminate these evils restrictions were 
applied. The first restrictions were for the purpose of 
regulating the amount of bank notes issued and the 
type of assets to be held behind the notes. Later, the 
privilege of note issue by commercial banks was with- 
drawn entirely. Note issues by state banks were made 
unprofitable in 1865 by the federal tax of ten per cent 
on all such notes in circulation. The national banks 
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continued to issue notes until 1935, when all the gov- 
ernment bonds eligible for use as collateral for these 
notes were retired. When the process of retiring the 
small quantity of national bank notes still outstanding 
is completed, the only bank notes in circulation in this 
country will be federal reserve notes, and these differ 
significantly from notes issued by commercial banks, 
in that the federal reserve banks are semi-governmental 
institutions. 


LIMITATIONS UPON THE ABILITY 
OF THE COMMERCIAL BANKING 
SYSTEM TO CREATE DEMAND 
DEPOSITS 


At this point the reader who understands that the 
commercial banking system can create demand de- 
posits by making loans, and that the more loans the 
system makes the greater are its earnings, may well 
ask, “What is the limit to this process, or is there any 
Fortunately, there is a limit. 

Banks in this country are required to maintain re- 
serves equal to a certain minimum percentage of their 
deposits. Banks that are members of the federal re- 
serve system — and these are the ones that will be dis- 
cussed henceforth — must maintain their legal reserves 
in the form of deposits at the federal reserve banks. 
As shown on page 82, the reserve requirements of these 
banks vary according to the size of the city or town in 
which the banks are located. 
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MEMBER-BANK RESERVE REQUIREMENTS 


After May i, 1937 


Reserves Required against 
Demand Deposits in 

April 1917- 
August 1936 

Central reserve city banks . . 

13% 

Reserve city banks 

10% 

Banks in other cities .... 

7% 








In the period preceding August 1936, the legal re- 
serves required against demand deposits in all member 
banks averaged about ten per cent, or one dollar of 
reserves for every ten dollars of demand deposits. 
Therefore, the member banks as a group could main- 
tain demand deposits equal to about ten times (or 
i/.io) the volume of legal reserves that they pos- 
sessed. 

Between August 1936 and May 1937, however, the 
reserve requirements of member banks were doubled 
in order to prevent a threatened inflation. Member 
banks must now maintain against demand deposits a 
reserve that averages about twenty per cent, or one 
dollar of reserves for, every five dollars of demand de- 
posits. Therefore, they can as a group maintain demand 
deposits amounting to approximately five times (or 
1/.20 their available legal reserves. 

In addition to their legal reserves, which must be in 
the form of deposits at the federal reserve banks, mem- 
ber bank's find it necessary, though not legally required, 
to carry in their vaults some cash with which to meet 








INVESTMENT INSTITUTIONS 83 

withdrawals. In normal times this vault cash averages 
about four per cent of demand deposits. 

Thus, in the period preceding August 1936, member 
banks had to hold against their demand deposits a legal 
reserve averaging about ten per cent, and they held 
vault cash of about four per cent, so that their require- 
ments for legal reserves plus vault cash were fourteen 
per cent of their demand deposits. As a group, there- 
fore, they could maintain deposits equal to slightly over 
seven times (or 1/.14) their legal reserves plus vault 
cash. 

At the present time, when member banks as a group 
must hold legal reserves averaging about twenty per 
cent and do hold vault cash of four per cent, they can 
maintain demand deposits equal to slightly more than 
four times (or 1/.24) their legal reserves plus vault 
cash. 

When the banking system receives a net addition to 
its reserves, it can, of course, create additional deposits. 
But the volume of new deposits that can be created on 
the basis of a given accretion to reserves depends to 
some extent on whether or not the expansion of deposits 
leads to a net withdrawal of cash for circulation. If 
the expansion of deposits does not lead to a net with- 
drawal of cash for circulation, all the reserve funds 
received remain within the banking system and are 
available for use as legal reserves and vault cash. Under 
these conditions, the banking system can create new 
deposits to the extent indicated above. When legal re- 
serve requirements average ten per cent and vault cash 
four per cent of demand deposits, the banking system 
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can create new deposits equal to about seven times 
(1/.14) the accretion to its reserves. When legal reserve 
requirements average twenty per cent and vault cash 
four per cent of demand deposits, the banking system 
can create new deposits of about four times (1/.24) the 
accretion to its reserves. 

A deposit expansion of this amount could occur only 
if the expansion of deposits does not lead to a ^net with- 
drawal of cash from the banking system. Such net 
withdrawals are not likely to occur if the expansion of 
deposits is small and if it does not lead to an appreciable 
increase in the amount of cash used for pay rolls and 
for retail trade — the two principal purposes for which 
cash in circulation is employed. 

If, however, the banking system receives a large net 
addition to its reserves and proceeds to create a large 
volume of new deposits by making loans and invest- 
ments, it may bring about an increase in the amount of 
cash used for retail trade and for pay rolls. If this occurs, 
a part of the new reserve funds originally received must 
be used to meet the cash drain and is therefore not 
available for use as legal reserves or vault cash. As a 
result, the amount of new deposits that may be created 
by the banking system on the basis of a given accretion 
to reserves is decreased. 

It has been estimated that when the expansion of 
deposits causes cash to flow out of the banks into circu- 
lation in “normal quantities”, that is, by an amount just 
sufficient to keep constant the ratio between cash in 
circufa'tion and demand deposits, the banks can, upon 
the receipt of a given quantity of new reserves, expand 
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their deposits by only about half as much as they could 
if no cash flowed out into circulation. It must be re- 
membered, however, that this is only a rough approxi- 
mation.* 

THE ABILITY OF AN INDIVIDUAL BANK 
IN THE SYSTEM TO CREATE 
DEPOSITS 

It has been shown that the commercial banking sys- 
tem can create additional demand deposits equal to a 
multiple of any net addition to its reserves. An indi- 
vidual bank in the system would have the same power 
if all the deposits that it created were left with it and 
none of the new deposits were shifted to other banks. 
This is very unlikely to happen, however, when there 
are thousands of banks in the system and when trade 
covers such a wide area. 

Borrowers who obtain deposits from a particular bank 
do so in order to purchase something, and some, if not 
all, of the persons from whom purchases are made will 
do business with other banks. If the other banks of the 
system are creating deposits at about the same rate, the 
individual bank is likely to receive from them as many 
deposits as it loses to them, so that it will not lose any of 
its reserves. If, however, the individual bank is creating 
deposits more rapidly than are other banks, it will 
probably lose to them more deposits than it receives 
from them and will therefore have to pay to them an 
amount equal to its net deficit. It will do this by check- 

^ For those who find formulas helpful a mathematical note is included 
at the end of the chapter. 
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ing over to them a part of its reserves at the federal re- 
serve banks, and this loss of reserves will decrease its 
ability to create deposits. 

Because it may lose reserves to and take reserves from 
other banks, an individual bank in the system must 
adapt its lending policies to those of the system as a 
whole. If it attempts to create deposits more rapidly 
(or to decrease them less rapidly) than do other banks 
of the system, it will lose to other banks more deposits 
than it receives from them and will have to pay out 
reserves to them to settle the balance. This loss of re- 
serves will force it to create deposits less rapidly. If, on 
the other hand, an individual bank creates deposits less 
rapidly (or contracts them more rapidly) than do other 
banks in the system, it is likely to receive from other 
banks more deposits than it loses to them and to receive 
additional reserves in settlement of the balance. There- 
fore, it can follow a less liberal lending policy than do 
the other banks only at the expense of accumulating 
sterile excess reserves. 

POTENTIAL VERSUS ACTUAL EXPANSION 
OF DEMAND DEPOSITS 

The discussion up to this point has concerned the 
maximum volume of demand deposits that the bank- 
ing system and individual banks can create. In all 
periods except those of business depression and un- 
certainty, banks are likely to create as large a volume 
of demand deposits as their reserves will support, for 
their earnings depend upon the volume of their loans 
and investments. Excess reserves are sterile assets. In 
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periods of prosperity when business profits are high, 
the banks enjoy an active demand for loans. At the 
same time, they estimate the risk of nonrepayment of 
loans to be quite low, and they have little fear of a 
“run” by their depositors. To hold any significant 
volume of excess reserves under these conditions would 
be to sacrifice potential profits without any offsetting 
advantages, so they lend as much as their reserves per- 
mit. 

In periods of business recession or depression, the 
situation is quite different. As business profits decline, 
the demand for loans falls off. At the same time, the 
risk of nonrepayment of loans increases greatly. The 
banks could add to their holdings of long-term invest- 
ments, as banks in certain European countries some- 
times do in depression periods, but there are two 
deterrents to such a policy. 

In the first place, the investments may decline in 
price, especially if the depression is severe. And in the 
second place, banks in the United States have such a 
notorious failure record that depositors may lose confi- 
dence in them and start a “run.” To be prepared for 
this, banks must attempt to get into a “liquid” con- 
dition.^ In view of the decreased demand for loans, 
the increased risk of lending, the uncertainty as to 
the price of long-term investments, and the possibility 
of bank runs, it is not at all surprising that banks some- 
times fail to lend or to invest to the maximum and pre- 
fer to hold some excess reserves in depression periods. 


may be that the insurance of deposits by the Federal Deposit 
Insurance Corporation will reduce bank runs and failures in the future. 
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BANK CREDIT AND BUSINESS 
FLUCTUATIONS 

It has already been noted that banks have been de- 
prived of the power to create money through the issue 
of bank notes. In recent years many people have come 
to believe that banks should also be prohibited from 
creating money in the form of demand deposits. This 
belief is supported by two general lines of reasoning. 

In the first place, some hold that the creation of 
money is a governmental function and should not be 
entrusted to any nongovernmental body to be exercised 
for its own profit. In the second place, most economists 
who favor a drastic revision of the present system of 
banking stress the fact that the prevailing practice of 
linking the money supply to the lending and investing 
operations of commercial banks tends to aggravate, if 
not to initiate, disequilibrium in the economic system. 
In a period of prosperity and rising prices, business men 
are anxious to borrow in order to take advantage of 
high prospective profits, and the banks are willing to 
lend. The result is often a net increase of bank loans 
and investments and a corresponding increase of money 
in the form of demand deposits. This addition to the 
money supply tends to increase the amount of money 
offered for goods and services and to produce still 
further increases of business and prices. The expansion 
becomes cumulative. 

In ^riods of recession and depression, on the other 
hand, bank loans and investments are liable to decline 
in volume and to destroy a part of the money supply by 
reducing demand deposits. This reduction of the money 
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supply decreases still further the demand for goods and 
services and intensifies the business depression. 


FORMULA FOR DETERMINING THE MAXIMUM 
ABILITY OF THE COMMERCIAL BANKING 
SYSTEM TO CREATE DEMAND DEPOSITS. 


I. The amount by which the banking system can expand 
demand deposits when no net withdrawal of cash occurs 
may be expressed as follows : 


X = Amount of deposit expansion possible. 
a — Addition to the reserve funds of the banking system. 
r — Legal reserves required, expressed as the ratio of 
reserves to demand deposits. 

V = ratio of vault cash to demand deposits. 

If ^ = $1, r = .10, and v = .04, the equation would be 


X = ^ = — = $7.14. If r = .lo, with a 

.10 + .04 .14 

and V remaining as above, the equation becomes 


X = 


I 

.xo + *04 


I 

•M 


$4.17 


II. If the increase of deposits brings about a flow of 
cash into circulation, the amount of deposit expansion 
possible on the basis of a given addition to bank reserves is 
as follows : 


X = , 'v — 

r V -Y g 

g = ratio of the amount of cash flowing out into circula- 
tion to the increase of deposits, that is, the increase of 
cash in circulation divided by the increase of deposits. 
Other notations are as above. 



90 


CREDIT AND BANKING 


If ^ = $1, r = .10, V = .04, and g = .167, which was 
the average ratio of cash in circulation to demand deposits 
for the period 1917-1930, 


X = 


I 

.10 + .04 + .167 


.307 


$3.16 


If r = .10 and the other factors are as above, 


X = 


I 

.10 + *04 + .167 


I 

.407 


$1.46 



CHAPTER V 


Central Banking and the 
Federal Reserve^ System 


The functioning of commercial banks was described in 
the preceding chapter. Though these institutions may 
benefit society, as do other economic enterprises, they 
are established and operated for the primary purpose 
of yielding a profit to their owners. To maximize these 
profits, they ordinarily lend as much as their reserves 
permit. Central banks may also realize profits, some- 
times very high profits, but these are merely incidental 
to their main purposes. In fact, they frequently forego 
possible earnings in order to accomplish other ends. 
Their principal functions are to regulate and facilitate 
the operations of the commercial banks and of the 
monetary system, and to perform certain services for the 
government. 

Many western countries have had central banks for a 
long time. The Bank of England dates back to 1694 and 
the Bank of France to 1800. The First Bank of the 
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United States (1801-1811) and the Second Bank of the 
United States (1816-1836) performed some of the 
functions of central banking, but from 1836 to 1914 
there was no central bank in this country. In 1914, how- 
ever, the federal reserve banks, which collectively 
function as a central bank for the United States, were 
established. 


THE STRUCTURE AND CONTROL OF 
THE FEDERAL RESERVE SYSTEM 


In other countries, the functions of central banking 
are performed by one central bank and its branches. 
Some who believed that the problems with which a cen- 
tral bank must deal are nationwide in scope and must 
be solved on a nationwide basis proposed the same type 
of organization for the United States, but the proposal 
received little support. The prevailing feelings of 
sectionalism, the American distrust of centralized con- 
trol, the fear of domination by “Wall Street” — es- 
pecially in the South and West — and the widespread 
belief that each of the various regions of the country 
presented peculiar problems requiring individual treat- 
ment made impossible the establishment of one central 
bank with branches. 

The Structure of the Federal Reserve System. As 
shown in the map on page 93, the United States is 
divided- into twelve federal reserve districts, and each 
district has its federal reserve bank. These twelve federal 
reserve banks, together with their twenty-four branches 
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and two agencies, are the central banking system of this- 
country. 

Each federal reserve bank has a large number of 
member ban^s. Every national bank must join the 
federal reserve bank of its district, and state banks may 
join if they meet certain minimum requirements as to 



capital and agree to abide by the laws and regulations 
governing member banks. Only forty per cent of the 
commercial banks are members of the reserve system, 
but, since virtually all the nonmembers are small, the 
member banks have sixty-six per cent of the assets of 
all commercial banks. 

All of the capital of the federal reserve banks was 
furnished by the member banks. Each member bank 
must subscribe for stock in the federal reserve bank of 
its district to an amount equal to six per cent of its own 
paid-in capital and surplus. On this stock, member 
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banks receive a return of six per cent a year. The re- 
maining earnings of the reserve banks are either re- 
tained by them or paid into the federal Treasury. 

The Control of the Federal Reserve System, Ever 
since the reserve system was first proposed, there has 
been controversy as to how it should be controlled. 
Should each reserve bank be autonomous, or should 
all of them be governed by a central body ? Who should 
choose the governing officials — the member banks, the 
whole business community, or the federal government ? 
These issues were settled by compromise, and, as is often 
the case with compromises, the results have frequently 
been very unsatisfactory. 

Each reserve bank has a president and a board of direc- 
tors composed of nine members. Six of the directors are 
elected by the member banks of the district. Of these, 
three are bankers and represent the banking interests; 
the other three, who must not be bankers, represent 
the interests of commerce, industry, and agriculture 
in the district. The remaining three directors are ap- 
pointed by the Board of Governors in Washington and 
are supposed to represent the public interest. The presi- 
dent of each reserve bank is appointed by its board of 
directors with the approval of the Board of Governors. 

At the top of the reserve system is the Board of Gov- 
ernors of the Federal Reserve System. This body is com- 
posed of seven members who are appointed by the 
President of the United States with the advice and 
conserftof the Senate and who serve for a term of four- 
teen years. The functions of the Board of Governors 
are to supervise all the reserve banks and to secure some 



CENTRAL BANKING 95 

degree of co-ordination of their policies, for the activities 
of any one reserve bank are certain to have repercus- 
sions in other districts, if not throughout the world. 
The Board promulgates and enforces rules governing 
the types of assets that may be acquired by the reserve 
banks; it enforces the reserve requirements of the fed- 
eral reserve banks; it supervises the issue of federal 
reserve notes; it approves and assists in determining the 
discount rates to be charged on reserve bank loans; it 
changes member-bank reserve requirements, and, 
through its participation in the Open-Market Commit- 
tee, it helps to determine open-market policies. 

The Open-Market Committee consists of the seven 
members of the Board of Governors of the Federal Re- 
serve System and five representatives of the federal 
reserve banks. The latter are elected annually by the 
boards of directors of the various federal reserve banks. 
This committee has complete power and responsibility 
for the control of the open-market operations (the 
purchase and sale of securities in the open market) by 
all the federal reserve banks. 

The Federal Advisory Council is composed of twelve 
members, each of whom is selected by the board of 
directors of a federal reserve bank. It does not have 
administrative powers. It can only consult with, ad- 
vise, and suggest to the Board of Governors. At times, 
however, it can bring considerable pressure to bear 
on federal reserve officials by giving wide publicity 
to its recommendations. 

The multiplicity of administrative bodies in the fed- 
eral reserve system and the marked vagueness of the 
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federal reserve act regarding the exact powers of each 
group of officials have in the past led to a diffusion of 
the responsibility for the determination and execution 
of federal reserve policies. This arrangement may at 
times have prevented the hasty adoption of ill-advised 
policies, but it has also resulted in dispute, delay, and 
compromise in situations demanding prompt and de- 
cisive action. The Banking Act of 1935, which cen- 
tralized more power and responsibility in the Board 
of Governors and which allocated powers more care- 
fully, is intended to remedy the situation. 


THE FUNCTIONS OF THE FEDERAL 
RESERVE SYSTEM 


THE CLEARING AND COLLECTION OF 
CHECKS 

As has been indicated, over ninety per cent of all 
payments in this country are effected through the trans- 
fer of demand deposits by means of checks. In en- 
abling the clearing and collection of these checks in 
the shortest possible time and with the minimum move- 
ments of actual cash, the federal reserve now plays an 
important part. 

The Clearing of Checks When Both Drawer and 
Payee Maintain Deposits at the Same Bank- "The trans- 
fer of deposits when both the drawer of the check 
and the^ayee maintain their deposits at the same bank 
is very simple. When the payee “deposits” the check, 
his bank merely adds the stipulated amount to his 
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deposit account and deducts it from the account of 
the drawer of the check. 

The Clearing of Checks between Banks in the Same 
City. When there are two or more banks in the same 
city, it is inevitable that each will have deposited with 
it checks drawn on the other banks. Each bank could 
collect these checks by sending them by messenger 
to the banks on which they are drawn and by demand- 
ing cash in payment, but this would be both expensive 
and risky. To facilitate clearing and collection, banks 
in the larger cities have established clearinghouse or- 
ganizations. At a stipulated time every day each bank 
sends its representative to the clearinghouse with the 
checks that it has received and that are drawn on other 
local banks. The claims of each bank against the others 
are added together, as are the claims of the others 
against it, and each bank then pays to the clearing- 
house the excess of its debts over its claims, or it col- 
lects the excess of its claims over its debts. Even these 
balances are not paid in cash. They are usually settled 
by the transfer of deposits at the federal reserve banks 
from the accounts of the net debtors to those of the net 
creditors. 

Clearing organizations in smaller cities are less for- 
mal, but they operate on the same general principles. 

T he Clearing and Collection of Checks between Banks 
in Di'fferent Cities but in the Same Federal Reserve 
District. When a check is drawn on a bank in one 
city and deposited with a bank located in another city 
but in the same federal reserve district, the process of 
clearing and collection may be as follows: The bank 
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receiving the check sends it to the federal reserve 
bank of the district, which then forwards it to the 
bank on which it is drawn. If no adverse report has 
been received by the reserve bank at the end of a 
period sufficiently long to permit the check to reach 
the drawee bank and to allow that bank to notify 
the reserve bank if the check is not good, the reserve 
bank deducts the amount of the check from the de- 
posit account of the drawee bank and adds it to the 
account of the bank that received the check. It is to 
be noted that in this case, as in the others, no cash 
is used to effect payments. 

The Clearing and Collection of Checks between 
Banks in Different Federal Reserve Districts, Because of 
its complexity, the process of clearing and collecting 
checks between banks that are located not only in dif- 
ferent cities but in different federal reserve districts 
can best be explained by an example. Suppose that a 
student in Princeton, New Jersey, should deposit at 
a local bank a check sent to him by his father and 
drawn on a bank in Berkeley, California. The Prince- 
ton bank would give the student a deposit credit and 
send the check to the Federal Reserve Bank of Phila- 
delphia. The latter would then send the check to the 
Federal Reserve Bank of San Francisco, which would 
forward it to the Berkeley bank. If the check was 
good, the San Francisco Reserve Bank would de- 
duct the stated amount from the deposit account of 
the Bftkeley bank, and the Philadelphia Reserve Bank 
would add the same amount to the reserve account of 
the Princeton bank. At this point the student has an 
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added deposit equal to that lost by his father, and the 
Princeton bank has an added reserve equal to that 
lost by the Berkeley bank, but the Federal Reserve Bank 
of San Francisco still owes the Federal Reserve Bank 
of Philadelphia. 

These payments between federal reserve banks are 
effected through the interdistrict settlement account, 
which is operated by the Board of Governors in Wash- 
ington. Since all the reserve banks have accounts with 
this account, it is a simple matter to settle balances 
between them by adding to the accounts of the reserve 
banks that are net creditors and by deducting from the 
accounts of those that are net debtors as a result of 
interdistrict payments. 

Methods of clearing and collecting checks often 
vary in a number of details from those described 
above, but in most cases the reserve banks assist in 
some way. 

THE RESERVE BANKS AS FISCAL AGENTS 
FOR THE UNITED STATES 

Before the establishment of the federal reserve banks, 
the federal government never possessed a satisfactory 
fiscal agent. All the agencies previously used were un- 
safe, or inefficient, or functioned in such a way as to 
cause confusion in the financial markets. The reserve 
banks, however, have performed this function admira- 
bly. They hold governnient deposits, receive and pay 
out government funds, transfer government funds from 
one part of the country to another, and assist in the 
marketing of government securities. 
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Some of the funds of the federal government are 
not held with the reserve banks. The Treasury must 
hold its gold and silver and certain other earmarked 
funds in its own vaults, and. some of its general funds 
are held with qualifying commercial banks until they 
are to be paid out, at which time they are transferred 
to the reserve banks. 

Each year the reserve banks collect billions of dol- 
lars for the federal government in payment of taxes 
and as payment for securities, and they pay out billions 
to meet government expenses and to retire government 
securities. These operations frequently require the trans- 
fer of funds from one section of the country to an- 
other. The reserve system, with its nationwide network 
and its interdistrict settlement account, is admirably 
suited to this task. 

This network of the reserve system, its close contact 
with banks and other financial institutions, and the in- 
timate knowledge of the financial situation possessed 
by federal reserve officials, make the federal reserve 
system an invaluable aid in the flotation of govern- 
ment securities. Federal reserve officials frequently as- 
sist the Secretary of the Treasury in fixing the terms 
of a security issued. The reserve banks then send out 
circulars describing the issue, receive subscriptions for 
it, and deliver the securities to the buyers. They also 
act as agents in paying interest on the government debt 
and in retiring maturing obligations. 

Before 1935 the reserve banks sometimes made short- 
term Idkns directly to the government. This practice 
was made illegal by the Banking Act of 1935, for 
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many feared that the reserve banks might neglect then- 
function of controlling the volume of credit and that 
they might bring about inflation by excessive loans to 
the Treasury. The reserve banks may, however, still 
purchase federal securities in the open market. 

THE SUPERVISION OF BANKING 
OPERATIONS 

The Federal Reserve Act contains general provisions 
governing the types of credit instruments that mem- 
ber banks may acquire and the purposes for which 
they may make loans. The Board of Governors inter- 
prets these provisions, promulgates regulations based 
on them, and conducts examinations to insure that 
the member banks are being operated honestly and in 
compliance with the law. 

The Board of Governors is not, however, the only 
body that supervises commercial banks. As indicated 
earlier, each of the forty-eight states grants charters 
to banks. These state banks are under the supervision 
of the various state banking commissioners. The na- 
tional banks receive their charters from the federal 
government and are under the supervision of the Comp- 
troller of the Currency. Moreover, all the banks whose 
deposits are covered by the federal deposit insurance 
scheme — and these include all member banks of the 
federal reserve system and most nonmember banks — 
are supervised by the Federal Deposit Insurance Cor- 
poration. 

This multiplicity of supervisory bodies and the over- 
lapping of their jurisdictions have at times had 
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unfortunate results. Federal reserve officials have fre- 
quently hesitated to impose on member banks restric- 
tions more onerous than those under which nonmember 
banks were operating for fear that the state member 
banks would drop out of the federal reserve system. 
Similarly, the state banking commissioners and the 
Comptroller of the Currency have hesitated to place 
the banks under their respective jurisdictions at a “com- 
petitive disadvantage” with other banks. At times the 
result has been almost a competition in laxness among 
the regulatory bodies. When banks are subjected to 
regulation by two or more bodies at the same time, 
the effects may not be any happier. The banks are sub- 
jected to added inconvenience, confusion, and expense, 
and responsibility for their regulation is diffused. 

In performing the functions described above, the fed- 
eral reserve system has rendered valuable services to the 
nation. By far its most important influence, however, 
is exerted through its power to make loans and invest- 
ments. 


FEDERAL RESERVE LOANS AND 
INVESTMENTS 


In an earlier chapter it was shown that the volume 
of demand deposits that the commercial banking sys- 
tem can create depends on (i) the volume of reserves 
in itj possession, and (2) the legal reserve require- 
rnents under which it operates. It was also noted that 
all the legal reserves of the member banks must be 




CENTRAL BANKING 103 

in the form of deposits at the federal reserve banks. 
These member-bank deposits at the federal reserve 
banks are not themselves cash, they are not “backed” 
dollar for dollar by cash, and they need not — and a 
large quantity of them do not — originate through 
the “deposit” or storing of cash. 

These deposits at the reserve banks, like the de- 
mand deposits of commercial banks, are merely debts 
payable on demand, in this case by the federal reserve 
banks. Member banks can secure “deposits” at the re- 
serve banks by depositing cash there, just as an in- 
dividual may secure a deposit at a commercial bank 
by the same process. But the federal reserve banks 
can also create deposits with themselves by making 
loans and investments, just as the commercial banking 
system can create demand deposits. Thus, the reserve 
banks do not merely hold the reserves of member 
banks; they also increase or decrease the volume of 
these reserves by increasing or decreasing the volume 
of loans and investments that they make. The only 
limit to the amount of member-bank reserves that may 
be created in this way is the legal requirement that 
the reserve banks must hold a reserve in gold certifi- 
cates or other lawful money (which includes all cash 
except federal reserve notes) equal twenty-five per 
cent of their deposits. Therefore, the reserve banks 
can, if they so desire, maintain deposits with them- 
selves up to four (or 1/.25) times the volume of gold 
certificates or lawful money available as reserves. 

It Was also indicated earlier that the reserve banks 
may issue federal reserve notes. No net increase of the 
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supply of cash occurs when federal reserve notes are 
paid out by the reserve banks in exchange for other 
types of cash. In this case, the increase of cash in the 
form of federal reserve notes is offset by the decrease 
of other types of cash in circulation. But when the 
reserve banks increase their loans and investments 
and pay out federal reserve notes, the supply of cash 
is increased, just as it used to be increased through 
the issue of bank notes by commercial banks. The 
ability of the reserve banks to issue federal reserve 
notes is limited by the requirement that these notes 
be backed by a reserve of gold certificates of at least 
forty per cent. Thus the reserve banks can issue fed- 
eral reserve notes up to four (or 1/.25) times the amount 
of gold certificates available as reserve for them. 

Since loans and investments by the federal reserve 
banks have such an important effect upon the supply 
of cash and of member-bank reserves, they will be 
discussed more fully. 

LENDING BY THE RESERVE BANKS 

The federal reserve act places restrictions on the 
reserve banks as to both (i) the types of borrowers 
to whom they may lend, and (2) the types of paper 
on which they may lend. 

The federal reserve banks may now lend to member 
banks, to nonmember banks, and to individuals, part- 
nerships, and corporations other than banks. 

Federal reserve bank loans to borrowers other than 
member banks may be passed over hurriedly. Loans 
are made to nonmember banks only under emergency 
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conditions. The reserve banks never lent to nonbanking 
institutions, except the federal government, before 1933. 
But in response to the current belief that many credit- 
worthy borrowers were unable to secure loans and 
that recovery was being delayed thereby, the federal 
reserve act was amended in 1933 to provide that the 
reserve banks might, with the approval of five mem- 
bers of the Board of Governors, lend to credit-worthy 
borrowers who were unable to secure credit through 
the usual channels. Only a small volume of loans has 
been made under this provision, however. 

All but a relatively insignificant proportion of loans 
by the reserve banks have been made to member banks. 
These will, therefore, be discussed in some detail. Prior 
to 1932, member banks could borrow on only two 
general types of paper: (i) short-term promissory notes 
or bills of exchange arising out of the production, dis- 
tribution, or sale of commodities, and (2) their own 
promissory notes with United States government se- 
curities as collateral. The framers of the federal reserve 
act, as well as federal reserve officials, have from the 
beginning favored the first type of paper because it is 
short term and “self-liquidating”; that is, it is based 
on transactions which, in the normal course of busi- 
ness, should yield sufficient funds to retire the paper 
at its maturity. It was hof)ed that making this paper 
eligible as a basis for borrowing at the reserve banks 
would encourage member banks to grant preferential 
treatment to this type of loan and would discourage 
them from making loans on securities and from buy- 
ing long-term investments. Many believe, perhaps er- 
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roneously, that commercial banks should not supply 
long-term credit, either directly or indirectly. 

Member banks may borrow on short-term commer- 
cial paper in either of two ways. In the first place, 
they may sell it to a reserve bank for its face value 
minus interest at the official rate charged by the re- 
serve bank. This process is called “rediscounting”, for 
the paper is discounted once when a member bank 
lends on it to a customer, and it is discounted again, 
or rediscounted, when a reserve bank lends on it to a 
member bank. The interest rate, or more accurately, 
the discount rate charged on loans by a reserve bank 
is usually referred to as the “rediscount rate.” In the 
second place, member banks may use this type of paper 
as a basis for borrowing by pledging it as collateral 
security for their own promissory notes, which are 
then discounted by the reserve banks. 

Member banks may also borrow from the reserve 
banks by giving their own promissory notes with 
United States government securities as collateral. This 
method is usually preferred by member banks because 
of its simplicity. 

Though prior to 1932 the reserve banks could lend 
to member banks only as described above, the restric- 
tions on their lending were relaxed somewhat during 
the depression. Subject to rules and regulations laid 
down by the Board of Governors, they can now lend 
to member banks on the latter’s promissory notes se- 
curecf by any paper acceptable to the reserve banks. 
Since, however, the rate of interest charged on loans 
made under this provision must be at least one half of 



CENTRAL BANKING 


107 

one per cent above the official rediscount rate, member 
banks are not likely to borrow in this way unless they 
lack government securities or “eligible” paper. This 
situation occurs only infrequently, but it may become 
of some importance in periods of severe depression 
when the volume of commercial paper declines greatly 
and when member banks are forced to borrow large 
amounts to meet “runs” by their depositors. 

All reserve-bank loans to banks are listed in their 
balance sheets as “bills discounted.” Loans to others 
than banks are listed as “industrial advances.” 

OPEN-MARKET OPERATIONS BY THE 
RESERVE BANKS 

In addition to their lending power as described 
above, the reserve banks may buy from anyone and sell 
to anyone in the open market (1) bankers’ acceptances, 
and (2) United States government securities.^ 
Open-Market Operations in Bankers’ Acceptances. 
Many sponsors of the federal reserve act believed that 
great advantages would accrue to the business com- 
munity if bankers’ acceptances were used more widely. 
They recognized, however, that the use of these in- 
struments could not spread unless a market for them 

^ The reserve banks also have the legal power to buy or sell in the 
open market cable transfers, trade acceptances, acceptances of the Federal 
Intermediate Credit banks, obligations of the Federal Farm Mortgage 
Corporation and of the Home Owners’ Loan Corporation, and any other 
obligations fully guaranteed as to principal and interest by the federal 
government. Farm Loan and Federal Intermediate Credit bonds, and 
state and municipal bonds issued in anticipation of taxes, may be purchased 
or sold if they mature within six months. For our present purposes, how- 
ever, the securities mentioned in this note may be ignored, for in practice 
the reserve banks confine their open-market operations almost entirely 
to bankers’ acceptances and United States government securities. 
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was developed. It was provided, therefore, that ac- 
ceptances might be purchased in the open market by 
the reserve banks. 

In practice, the reserve banks fix their discount rate 
on acceptances and then purchase all offered to them 
at the rate fixed. The amount of acceptances offered to 
them can be controlled roughly by changes in this 
discount rate, which is usually below the official re- 
discount rate applying to reserve-bank loans. If the 
official discount rate on acceptances is kept high relative 
to short-term interest rates in the open market, most 
of the outstanding acceptances will be purchased by 
other investors, and few will be offered to the reserve 
banks. If the official discount rate on acceptances is 
kept low relative to short-term open-market rates, fewer 
acceptances will be purchased by private investors and 
more will be offered to the reserve banks. 

Acceptances purchased in the open market are listed 
in the balance sheets of the reserve banks as “bills 
bought.” 

Open-Market Operations in United States Securi- 
ties. The Open-Market Committee, acting for the re- 
serve banks as a group, may buy and sell, in the open 
market. United States government securities of any 
maturity. As will be shown later, this is the most potent 
instrument of federal reserve credit policy. 

It is to be emphasized that any net increase or de- 
crease of loans and investments by the reserve banks 
increafts or decreases the supply of cash and of member- 
bank reserves. When the reserve banks lend to member 
banks or purchase acceptances or United States se- 
curities from them, they create and pay over to mem- 
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ber banks additional reserve balances (deposits at the 
reserve banks) or cash, whichever the member banks 
prefer. When, on the other hand, the reserve banks de- 
crease their loans to member banks or sell assets to 
them, they deduct an equivalent amount from member- 
bank reserves, or the member banks must remit an 
equivalent amount of cash. Usually the former occurs. 

Transactions between the reserve banks and persons 
or institutions other than member banks have the 
same effects as those just described. When persons or 
institutions other than member banks borrow from 
the reserve banks or sell assets to them, they receive 
checks drawn on the reserve banks. These checks are 
deposited with member banks, which send them to 
the reserve banks for collection and thereby secure 
additional reserves, or cash if they desire it. When, on 
the other hand, persons or institutions other than banks 
repay loans to the reserve banks or buy assets from 
them, they give to the reserve banks checks drawn on 
member banks, and the reserve banks deduct an equiva- 
lent amount from member-bank reserves. 

In summary, the federal reserve banks can create 
additional member-bank reserves and furnish additional 
cash for circulation by increasing their loans and in- 
vestments, that is, the volume of their loans, and their 
holdings of acceptances and United States securities. 
They can reduce the supply of member-bank reserves 
and of cash for circulation by reducing their loans and 
investments. As will be shown later, this control of the 
volume of their loans and investments is one of the 
principal ways in which the federal reserve authorities 
have attempted to regulate the supply of money. 



CHAPTER VI 


The Quantitative Control of 
Bank Credit 


The latter part of this chapter will deal with the ways 
in which the federal reserve authorities and the Treas- 
ury can attempt to control the quantity of money, and 
especially the quantity of bank deposits. It will be found 
that one of the most important methods is by regulating 
the volume of funds available for use as cash for cir- 
culation and as member-bank reserves. The first part 
of the chapter, therefore, will summarize all the factors 
affecting the volume of these funds. 


FACTORS RELATED TO THE VOLUME 

OF FUNDS AVAILABLE FOR USE 

AS CASH IN CIRCULATION AND 

AS MEMBER-BANK RESERVES 
_ 

The table on page in summarizes all the immediate 
factors influencing the amount of funds available for 
member-bank reserves and for cash in circulation. 
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On the left side are shown all the sources from which 
are supplied funds capable of being used as cash or as 
member-bank reserves. It has already been shown that 
any increase of federal reserve credit (federal reserve 
loans and investments) supplies funds that can be used 
as cash or as member-bank reserves. The same is true 
of additions to the monetary gold stock; any increase 
of the monetary gold stock supplies funds that may be 
used as cash or as member-bank reserves. Similarly, 
any increase of Treasury currency (government credit 
money) may be used as cash or deposited with the re- 
serve banks to give member banks additional reserve 
balances. 


SOURCES OF RESERVE FUNDS AND THEIR USE, MAY 31, 1937 ‘ 
(In Millions of Dollars) 


Bills discounted . . . 

Bills bought .... 

17 

6 

Treasury cash and deposits 
AT the F. R. banks . 


U. S. SECURITIES HELD . 1 

,516 

Nonmember-bank deposits 

2.71 

Other federal reserve 

CREDIT 

35 

Other F. R. accounts . . 

Cash in circulation . . 

155 

6.461 

Total federal reserve 

CREDIT 

1.585 

Member-bank reserve bal- 
ances 

6,915 

Monetary gold stock . 
Treasury currency . . . 

11,990 

1.546 

I 7 ,ILI 


i7,izi 


For example, it will be noted that on May 31, 1937, 
the amount of funds supplied from these sources was 
17,121 million dollars. If there had been no competing 
demand for these funds, this full amount would have 
been available for use as circulating cash or as member- 

^Federal Reserve Bulletin, July 1937, p. 610. 
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bank reserves. Some of these funds, however, were ab- 
sorbed in other ways. A part (3,217 million dollars) 
was locked up in the vaults of the United States 
Treasury and as Treasury deposits at the federal re- 
serve banks. Another part (272 million dollars) was 
absorbed in the form of nonmember-bank deposits at 
the federal reserve banks. And still another part (255 
million dollars) was absorbed in miscellaneous ways 
lumped together here as “Other federal reserve ac- 
counts.” In all, 3,744 million dollars of the 17,121 million 
dollars of funds were absorbed in these three ways. 
All the remainder, however, or 13,377 million dollars, 
was available for use either as cash in circulation or as 
member-bank reserves. 

The amount of funds available for use as cash in 
circulation or as member-bank reserves can now be 
stated accurately. It is equal to the aggregate of the 
funds supplied by total federal reserve credit, the 
monetary gold stock, and Treasury currency minus 
those funds absorbed by Treasury holdings of cash and 
Treasury deposits at the federal reserve banks, by non- 
member-bank deposits at the federal reserve banks, and 
by “other federal reserve accounts.” 

Federal reserve credit has already been discussed 
sufficiently, but the other items mentioned require some 
explanation. 

The Monetary Gold Stocky. Any net increase or de- 
crease of the monetary gold stock of the country tends 
to incirase or to decrease the volume of funds available 
for use as cash and as member-bank reserves. It is easy 
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to see how this occurs when the country is on a gold- 
coin standard and its mint stands ready to coin freely 
all gold offered to it. The owner of the gold ships it 
to the mint, which then issues an equivalent amount of 
gold coins or gold certificates. This new money can 
be used as cash in circulation, or it can be deposited 
with member banks and then sent on to the federal 
reserve banks. If the latter occurs, there will result 
equivalent increases in each of the following: (i) De- 
mand deposits at member banks, (2) member-bank re- 
serves, and (3) federal reserve bank reserves. 

Since the enactment of the monetary legislation of 
1934, the United States has been on an “international 
gold-bullion standard.” The public may not hold 
either gold itself, except in small amounts, or gold 
certificates. All gold must be surrendered to the Treas- 
ury, and no gold is coined. Since, however, gold may 
be imported and exported and since the Treasury 
will buy and sell gold freely, changes in the monetary 
gold stock have virtually the same effects that they 
would have if the country were on the gold-coin stand- 
ard. 

The Treasury buys all gold offered to it at a price 
of $35 an ounce and pays for it with checks drawn on 
the federal reserve banks. The seller of the gold then 
deposits the check with a member bank, and receives 
an equivalent addition to his demand deposits. The 
member bank sends the check to the reserve bank and 
receives a corresponding addition to its reserve balance 
there. And the Treasury issues to the reserve bank an 
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equivalent amount of gold certificates, thereby replen- 
ishing its own deposits and adding to the reserves of the 
reserve bank. 

In summary, the immediate effects of an increase in 
the monetary gold stock are equivalent additions (i) to 
demand deposits at member banks, (2) to member-bank 
reserves, and (3) to federal reserve bank reserves. The 
effects of a decrease in the monetary gold stock are 
just the opposite; demand deposits at member banks, 
member-bank reserves, and federal reserve bank re- 
serves are all decreased by a corresponding amount. 

As long as the mint price of gold remains fixed, 
changes in the dollar value of the monetary gold stock 
of this country can occur only through variations in 
the physical volume of monetary gold. This physical 
volume of monetary gold can be increased through 
(i) gold imports from abroad, (2) domestic produc- 
tion of gold, and (3) inflows of gold from the arts 
(through the melting of gold scrap, for example). 
The physical volume of monetary gold can be de- 
creased, on the other hand, through (i) gold exports 
and (2) withdrawals of gold from monetary use for 
use in the arts. Imports and exports are usually by far 
the most important sources of change in the monetary 
gold stock. 

The dollar value of the monetary gold stock can be 
changed, however, by changing the mint price of gold 
in terms of dollars. In January 1934, the monetary gold 
stock pf this country contained 196 million ounces of 
pure gold. At the mint price of $20.67 3 *^ ounce, this 
gold was valued at 4,052 million dollars. At the end of 



CONTROL OF CREDIT 115 

that month, the mint price of gold was raised to $35 
an ounce, whereupon the value of this same physical 
volume of gold was pushed up to 6,860 million dol- 
lars — an increase of 2,808 million dollars. This in- 
crease accrued to the Treasury as a profit. The Presi- 
dent and the Secretary of the Treasury have the power, 
if they wish, to raise the price of gold as high as 
$41.34 an ounce, but it seems highly unlikely that this 
will be done. 

The value of the monetary gold stock could be de- 
creased, of course, by lowering the mint price of gold. 
This has never occurred in the United States. 

Treasury Currency. This item includes (i) national 
bank notes, (2) United States notes (greenbacks), 
(3) silver certificates, (4) Treasury notes of 1890, 
(5) silver dollars, and (6) subsidiary and minor coins. 

It is obvious that any increase in the total of these 
types of money supplies cash that can be used for cir- 
culation or that can be deposited by member banks 
at the reserve banks to give additional reserves to both 
member banks and reserve banks. Ordinarily, however, 
the total of this item fluctuates but little. Since 1932 
the most important changes in it have occurred through 
the retirement of most of the national bank notes and 
through the increase of silver currency (silver coins 
and silver certificates) resulting from the silver-pur- 
chase policy of the government. On several occasions 
between 1932 and 1935, however, it appeared that 
Treasury currency might be greatly increased, for 
powerful groups in Congress proposed to print large 
issues of new greenbacks to pay the soldiers’ bonus, to 
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meet the costs of relief of the unemployed, and to re- 
finance farm mortgages. But these movements were un- 
successful. 

As shown earlier, the total of federal reserve credit, 
the monetary gold stock, and Treasury currency repre- 
sents the amount of the funds that would be available 
as cash for circulation or as member-bank reserves, if 
none of these funds were used for other purposes. It is 
now necessary to discuss the other purposes for which 
these funds could be used. 

Treasury Holdings of Cash and Deposits at the Re- 
serve Ban\s. It is clear that when any cash is locked 
up in the vaults of the Treasury, it is not available for 
other purposes. Likewise, any Treasury deposits held 
idle at the reserve banks cannot be used as member-bank 
reserves. Therefore, any net increase of cash in the 
Treasury vaults and of Treasury deposits at the federal 
reserve banks represents an absorption of funds, and 
any net decrease of this item represents a release of 
funds. Because of its relation to credit policy, this item 
will be discussed in more detail in the latter part of 
this chapter. 

N onmember-Ban\ Deposits at the Reserve Ban\s. 
Some of the funds supplied from the above-described 
sources fall into the hands of nonmember banks and 
are held by them as deposits with the reserve banks. 
These deposits can, in almost every case, be counted as 
reserves by the nonmember banks, though their pri- 
mary purpose is usually to facilitate the clearing and 
collection of checks. Any funds absorbed by this use 
cannot be employed for other purposes. Fluctuations 



CONTROL OF CREDIT 117 

of this item are usually relatively unimportant in 
size. 

Other Federal Reserve Accounts. This miscellaneous 
item represents the amount of funds absorbed by the 
reserve banks themselves. Since it varies so little over 
even fairly long periods, it may for our present pur- 
poses be neglected. 

Summary. At any given time, the volume of funds 
available for use as cash in circulation and as member- 
bank reserves is equal to the sum (of total federal re- 
serve credit plus the monetary gold stock plus Treasury 
currency) minus the sum (of Treasury holdings of cash 
and Treasury deposits at the federal reserve banks plus 
“other federal reserve accounts”). And the net change 
in the volume of funds available for cash in circulation 
and for member-bank reserves is equal to the net 
change of the first group of items minus the net change 
of the second group. 


CONTROL OF THE QUANTITY 
OF MONEY 


CONTROL BY THE FEDERAL RESERVE 
SYSTEM 

As indicated earlier, the most important function of 
the federal reserve system is to exert some degree of 
control over the quantity of money, especially over 
money in the form of demand deposits at member 
banks. It may exercise this control in two general ways: 
(i) By affecting the quantity of member-bank re- 
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serves, and (2) by varying member-bank reserve re- 
quirements. 

Federal reserve officials affect the quantity of member- 
bank reserves by controlling the volume of federal 
reserve credit outstanding in its various forms. The two 
principal instruments through which they control the 
volume of reserve-bank loans are the rediscount rate 
and “direct action.” 

Changes of Rediscount Rates. When federal reserve 
officials wish to retard an expansion or to force a con- 
traction of member-bank loans and investments, they 
may raise the rediscount rates charged on reserve-bank 
loans. This increase of rediscount rates raises the cost 
of borrowing at the reserve banks and encourages 
member banks to repay loans to the reserve banks, or 
at least not to borrow as much as they would if the re- 
discount rates were lower. This curtailment of reserve- 
bank loans reduces the volume of member-bank reserves 
and discourages member banks from expanding their 
loans and investments. 

When, conversely, reserve officials wish to retard 
a contraction or to encourage an expansion of member- 
bank credit, they may lower rediscount rates. This 
reduction of the rediscount rates encourages member 
banks to borrow at the federal reserve in order to ac- 
quire reserves on which to expand their deposits by in- 
creasing their loans and investments. 

If member banks were actuated solely by a desire to 
maximize their immediate profits, changes in rediscount 
rates would probably be an effective instrument of con- 
trol. But member banks frequently refrain from bor- 



CONTROL OF CREDIT 


119 

rowing even when it is profitable to do so. Over a long 
period there has grown up in the American banking 
community a “tradition against rediscounting” — a 
feeling that a bank should borrow only for short periods 
or in emergencies and should not rely too much upon 
borrowed funds. This feeling is especially strong in 
periods of depression, when debts of all kinds are 
considered burdensome; and it is weakest in periods 
of prosperity, when to incur debt is generally con- 
sidered merely good business practice. Though this 
tradition against rediscounting does militate against 
the effectiveness of changes in the rediscount rate, 
especially against the effectiveness of attempts to en- 
courage member-bank borrowing, it still remains true 
that member banks are more willing to violate the 
tradition and are more likely to borrow if rediscount 
rates are low than they would be if rediscount rates 
were higher. 

Direct Action. Another instrument sometimes used 
by federal reserve officials to regulate the amount of 
member-bank borrowing from the reserve banks is 
“direct action”, or “moral suasion.” This instrument 
may take several forms. It may consist merely of widely 
publicized statements or speeches of federal reserve 
officials warning business men and bankers against 
certain unwise practices. It may consist of circular 
letters to bankers explaining current credit policies 
and requesting co-operation. It may involve personal 
letters to member bankers or personal interviews with 
them. And, if all else fails, it may involve refusal to 
lend at all to a member bank. This instrument has 
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usually been employed to curb member-bank borrow- 
ing, but at times it has been invoked to encourage 
member banks to borrow from the federal reserve in 
order to expand their credit. 

Changes of the Discount Rates on Acceptances Pur- 
chased in the Open Market. It has already been shown 
that the reserve banks ordinarily fix the discount rates 
at which they will purchase acceptances in the open 
market and then purchase all acceptances offered to 
them at that rate of discount. When they wish to reduce 
their holdings of acceptances, they raise the discount 
rate applying to them. To raise the rate of discount is 
the same as to offer a lower price for acceptances. And 
when they wish to increase their holdings of accept- 
ances, they lower the discount rate on them. Or, what 
is the same thing, they offer a higher price for ac- 
ceptances. 

A reduction of reserve-bank holdings of acceptances 
tends to decrease the volume of funds available for 
cash and for member-bank reserves. An increase of 
reserve-bank holdings of acceptances tends to increase 
the volume of funds available for cash and for member- 
bank reserves. 

Open-Market Sales and Purchases of United States 
Securities. These open-market operations are now con- 
sidered the most powerful weapon in the hands of 
federal reserve authorities. If federal reserve officials 
wish to curtail member-bank credit or to retard its ex- 
pansion,- they may sell United States securities in the 
open market. The immediate effect is a corresponding 



CONTROL OF CREDIT 


I2I 


reduction of member-bank reserves. If the securities are 
sold to member banks, the member banks must draw 
down their reserve balances to pay the federal reserve 
for the securities. If customers of member banks buy 
the securities from the federal reserve, they will pay 
with checks drawn on member banks, and the federal 
reserve will deduct the required amount from member- 
bank reserve balances. When member banks lose re- 
serves, they must either contract their credit im- 
mediately or borrow from the reserve banks to replenish 
their reserves. Even if they do the latter immediately, 
they will gradually curtail their credit in order to get 
out of debt at the reserve banks. 

If federal reserve officials wish to encourage an ex- 
pansion of member-bank credit or to retard its con- 
traction, they may purchase securities in the open 
market. Whether these purchases are made from mem- 
ber banks or from others, the immediate effect.is a cor- 
responding increase of member-bank reserves. Member 
banks are then in a position either to expand their 
credit or to pay off loans at the reserve banks. Federal 
reserve purchases of securities ease the credit situation 
even if member banks use the newly created funds to 
repay their debts at the reserve banks, for member 
banks are more willing to grant loans when they have 
retired their debts at the federal reserve than they are 
when they are deeply in debt. 

Changes of Member-Ban\ Reserve Requirements. 
All the instruments discussed up to this point enable 
reserve officials to affect the volume of member-bank 
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reserves. Prior to 1933 these were the only instruments 
of policy possessed by the reserve system. As a result 
of the banking acts of 1933 and 1935, however, the 
Board of Governors may now, upon the vote of at 
least four of its members, increase or decrease the re- 
serve requirements of member banks, but these re- 
quirements may not be less than those in effect in 1933 
or more than double that level. 

An increase of member-bank reserve requirements 
decreases the volume of deposits that can be supported 
by a given volume of reserves and therefore tends to 
curtail bank credit. A reduction of these reserve re- 
quirements increases the volume of deposits that can 
be supported by a given reserve and therefore en- 
courages an expansion of bank credit. Suppose for 
example, that member banks possess legal reserves 
amounting to 2,000 million dollars. If their legal re- 
serve requirements against demand deposits should 
average ten per cent, this volume of reserves would 
support 20,000 million dollars of demand deposits. 
But if their reserve requirements were raised to twenty 
per cent, this volume of reserves would support only 

10.000 million dollars of demand deposits. 

This power to change reserve requirements has been 
invoked twice, both times to curb a threatened ex- 
pansion. In the summer of 1936, member banks had 

3.000 million dollars of excess reserves and were ex- 
panding their loans and investments, and therefore 
their ^deposits, rapidly. To place a limit on this move- 
ment, the Board of Governors raised all member-bank 
reserve requirements fifty per cent. 
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MEMBER-BANK RESERVE REQUIREMENTS 


Reserves Required 
AGAINST Demand 
Deposits at 

In Effect Prior 
TO August 1936 

Established in 
August 1936 

Established in 
THE Spring of 
1937 

Central reserve 

CITY BANKS . . 

13% 

i9i% 

16% 

Reserve city banks 

10% 

15% 

10% 

Other banks . . 

7 % 

io 4 % 

14% 

Reserves required 

AGAINST TIME AND 

SAVINGS DEPOSITS ' 

AT ALL MEMBER 

BANKS .... 

3% 

4 % 

6 % 


In the spring of 1937 the Board again raised these re- 
quirements in a series of steps, so that thereafter they 
stood at double the requirements prevailing before 
August 1936. Member-bank reserve requirements can- 
not be raised above this level without amendments to 
the federal reserve act, but they can be lowered by as 
much as fifty per cent at the discretion of the Board 
of Governors. 

Summary. Federal reserve officials possess a number 
of instruments that may be used to control the quantity 
of demand deposits. If they wish to follow a restrictive 
policy, they may take any one or more of the following 
actions: (i) Raise rediscount rates, (2) employ “direct 
action” to curtail member-bank borrowing, (3) increase 
the discount rate on acceptances purchased in the 
open market, (4) sell United States securities, and 
(5) raise the reserve requirements of member banks 
(but not above the present level). 
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If reserve officials wish to encourage an expansion 
or to discourage a contraction of bank credit, they may 
(i) lower rediscount rates, (2) employ “direct action” 
to encourage member-bank borrowing, (3) lower the 
discount rate on acceptances purchased in the open 
market, (4) purchase United States securities in the 
open market, and (5) lower member-bank reserve re- 
quirements. 

CONTROL BY THE FEDERAL TREASURY 

As a result of numerous developments in recent 
years, the Secretary of the Treasury can now, if he so 
desires, exercise on the credit situation an influence 
fully as great as that of the federal reserve authorities. 
With the approval of the President of the United States, 
he can increase the monetary value of the gold stock 
by raising still further the price of gold. He can increase 
the volume of Treasury currency by speeding up pur- 
chases of silver under the Silver Purchase Act of 1934. 
But he can exert perhaps the most important influence 
of all by varying the volume of “Treasury cash and 
deposits at the federal reserve banks.” By increasing 
this item he can reduce member-bank reserves and 
tighten credit. By decreasing it, he can release funds 
to member-bank reserves and ease credit. The total of 
this item is composed of several parts. 

When the mint price of gold was increased from 
$20.67 to $35 an ounce in 1934, the Treasury reaped a 
profit -of 2,808 million dollars. Of this amount, 2,000 
million dollars were turned over to the newly created 
Stabilization Fund. Most of the gold belonging to 
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the Stabilization Fund is now held idle in the Treasury 
vaults, and the remainder that is unused is held on 
deposit at the reserve banks. The Fund is managed by 
the Secretary of the Treasury who is empowered to 
buy and sell for the Fund’s account foreign exchange 
and certain stipulated domestic securities. Whenever 
the Stabilization Fund buys any type of credit instru- 
ment, the effects are the same as those of reserve-bank 
purchases of securities; member banks receive added 
reserves, for the Treasury must pay out funds to cover 
the cost of the credit instruments. When the Treasury 
sells credit instruments and takes in gold, cash, or 
deposits at the reserve banks in payment, the effects are 
the same as those of reserve-bank sales of securities; 
member banks lose reserves. 

In December 1936, the Treasury began a new policy 
of “sterilizing” further additions to the monetary gold 
stock. Instead of permitting increases of the gold stock 
to add to member-bank and reserve-bank reserves, the 
Treasury in effect paid for this gold with government 
bonds rather than with money, and locked up the gold 
in Treasury vaults in an “inactive” account. In a period 
of seven months the Treasury “sterilized” well over 1,000 
million dollars of gold. Then, in September 1937, in an 
effort to ease the credit situation, the Treasury paid out 
300 million dollars in gold certificates, thereby adding 
an equivalent amount to the supply of cash and bank 
reserves. 

The Treasury may also influence the volume of bank 
reserves through manipulations of its general fund. 
By transferring its deposits from member banks to the 
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reserve banks it can reduce member-bank reserves, and 
by shifting deposits from reserve banks to member 
banks it can increase member-bank reserves. 

The influence of the Treasury on the credit situation 
may be increased still further by its management of the 
reserve funds of the social insurance plans. Under the 
present provisions of the Social Security Act, the reserve 
fund of the old-age benefit plan may reach the astound- 
ing sum of 47 billion dollars by 1980, and reserves for 
the unemployment insurance plans may amount to 
several billions. If all money received under these plans 
is immediately paid out for securities, bank reserves 
will not be affected. But if, because of these plans, the 
Treasury allows its holdings of cash and deposits at the 
reserve banks to fluctuate widely, building them up 
at one time and drawing them down at another, the 
influence on the quantity of bank reserves may be very 
important. 

Even this cursory examination indicates that the 
power of the Treasury to exercise what are essentially 
central banking functions is tremendous. It is impossible 
to predict what the results of the division of this power 
between the federal reserve and the Treasury will be. 
If the Treasury permits federal reserve officials to 
formulate credit policies and then offers its full co- 
operation in the execution of those policies, the result 
may well be the most effective credit control the 
country has ever known. But there is a very real danger 
that*the federal reserve and the Treasury will not co- 
operate and that on occasion they will be attempting 
to attain different objectives and will be following con- 
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flicting credit policies. Some observers are fearful that 
the Treasury may come to dominate the federal re- 
serve and to control central banking functions, and 
that it will use its powers to facilitate the flotation of 
government securities, and not to stabilize business. 
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CHAPTER VII 


Nleaning of the Value 
of TS/loney 


Discussion of the factors determining the value of 
money has been deferred until this point because of the 
close connection between the value of money and the 
operation of the banking system. Since demand deposits 
subject to check are the most important component of 
the supply of money, it has been necessary to describe 
the functioning of the commercial banking system and 
of the federal reserve system before proceeding further 
with the study of money that was begun in the first 
two chapters of this book. 

This chapter will deal with the meaning of the value 
of money, methods of measuring changes in the 
value of money, and the significance of changes in 
the value of money. In Chapters VIII and IX the value 
of money will be discussed largely from the point 
of view of an isolated country. The international 
aspects of money and of its value, which are very 
important, will be considered in Chapters X and XI. 
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THE VALUE OF MONEY 

By the value of money, as was pointed out in Chap- 
ter I, is meant the buying power or purchasing power 
of money over things in general. In other words, the 
value of money is clearly dependent upon the general 
level or average of prices of the things that money is 
used to buy. The problem of the determination of the 
value of money is simply the problem, considered from 
another point of view, of the determination of the 
general level of prices. For example, suppose that it 
were possible to draw up a list of the prices of all the 
things that money could be used to buy today. Suppose 
further that the necessary statistics to draw up a similar 
list of prices prevailing a year ago today were also avail- 
able. It would be found that some prices had risen and 
some had fallen during the course of the year. But 
suppose that there had been more rises than declines, 
with the result that it would take just twice as much 
money today to buy the list of things as it would have 
taken a year ago. If this were the case, the purchasing 
power of a dollar would be only one half what it was 
a year ago. 

The purchasing power or value of money is, there- 
fore, the inverse or reciprocal of the general level of 
prices; it rises as the price level falls and falls as the 
price level rises. 

It should be noted that the general price level includes 
all prices, such as the prices of consumers’ goods, pro- 
ducer*’ ^oods, land, wages, rents, stocks and bonds, etc. 
The general price level can thus be broken up into a 
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group of subsidiary price levels, or segments, comprising 
the prices of specific groups of commodities or services 
such as those mentioned, or it can be broken up into 
such groups as wholesale prices, retail prices, export 
prices, and the like. Many types of economic analysis are 
concerned with the relative movements of these seg- 
ments of the price level or with relative changes in 
individual prices. This chapter, however, will be con- 
cerned primarily with changes in the general level of 
prices, which may be thought of as reflecting the average 
change in the subsidiary segments of which it is 
composed. 

INDEX NUMBERS 

Index numbers are statistical devices used to measure 
the average change of the prices of a group of com- 
modities or services. An index number of prices is 
essentially a form of average that makes it possible to 
compare price movements of groups of things over 
periods of time. 

For example, it might be desired to measure the 
trend in the wholesale prices of a selected group of 
farm products (such as corn, oats, and wheat) between 
June 1932 and June 1933. The data necessary for the 
comparison obviously involve the prices of the three 
commodities in June 1932 and in June 1933, but it is 
also necessary to have proper weights indicating the 
relative importance of the three commodities. The 
relative importance of the cbmmodities may be meas- 
ured by the quantities of them that have been used 
during the year or some other specified period. The 
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following table gives the prices of selected grades of 
corn, oats, and wheat averaged for June 1932 and 
June 1933, respectively; it also includes the weights that 
were used in connection with these commodity prices 
by the Bureau of Labor Statistics in compiling the 
general index of wholesale prices.^ 


COMPUTATION OF PRICE LEVEL OF SELECTED AGRICULTURAL 
PRODUCTS, JUNE 1931 TO JUNE 1933 

(All Prices per Bushel and Weights in Thousands of Bushels) 


Commodity 

Average Prices 

WEIGHT.S 

3 

Weighted Prices 

June 1932 

I 

June 1933 

2 

June 1932 

4 

June 1933 

5 

Corn * ... . 

.308 

.458 

105 ,080 

$63,165 i 

$95,917 

Oats t . • • • 

.114 

•32-7 

189.473 

61.947 1 

94.657 

Wheat (hard) J . 

•453 

•792- 

116,464 

98,058 

171.439 

Wheat (spring) § 

.556 

,809 

138.785 

77.164 

111,177 


Aggregates $ 3 oo >334 $472-»3oo 


* Chicago, contract grades 
t No. 2, white, Chicago 
% No. 2, hard, Kansas City 
§ No. 2, dark northern spring, Minneapolis 

The first two columns contain the respective prices 
of each commodity averaged for June 1932 and June 
1933. The third column contains the weights for each; 
these weights consist of the number of bushels of each 
produced in a representative year. Columns four and 
five give the prices multiplied by these weights; they 
show the total dollars’ worth of the typical amount of 
each that would result from the given prices. With a 

^Bureau of Labor Statistics, Bulletin No. $21, p. 73 
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price rise from .308 dollars per bushel to ,458 dollars 
per bushel, for example, the aggregate value of the typi- 
cal annual production of corn would increase from 
$63,165,000 to $93,927,000. When columns four and five 
are added, a comparison may be made between the total 
price for these grains in June 1932 and June 1933. These 
aggregates can be converted into indexes. With June 
1932 as the “base”, the index numbers of the price level 
of grains would be: 

Index of Price Level 
June I93^ 100 

June 1933 157 


In converting the series of aggregates into relatives, 
the process is simply to divide each by the one selected 
as a base and to multiply the results by 100. In the 
present instance: 


$300,334 ) $300.334 

I 

$300,334 ) $471,300 
1-57 


X 100 = 100 
and 

X 100 = 157 


June 1931 


June 1933 


Thus the price level of these selected grains in June 
1933 was 157 per cent of their price level in June 1932. 
Since the purchasing power of money over these grains 
is the reciprocal of the price level, it moved down from 
100 to 64. In other words, a dollar would buy on the 
average only 64 per cent as much of these grains in 
June 1933 as it would in June 1932. 

The above method of constructing an index number 
of prices is called the “weighted aggregative method” 
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and is widely used. But this is not the only procedure 
employed. There are scores of methods and formulas 
for calculating index numbers and weighting their 
components. The method used depends upon the 
specific purpose for which the index number is to be 
employed and upon the degree of accuracy required. 
Because of this variety, published index numbers of 
various kinds must be used with caution. It is often 
necessary to analyze the composition of an index 
number, both as to the commodities included and as 
to the statistical technique employed, before correct 
inferences can be drawn from it. 

Various Kinds of Price Index Numbers. Many dif- 
ferent kinds of price index numbers are compiled and 
published at the present time. One of the most im- 
portant of these is the wholesale price index compiled 
by the United States Bureau of Labor Statistics. This 
index is computed from 889 price series weighted by 
the quantity of the commodity marketed in typical 
years. In addition, the bureau compiles index numbers 
of wages, of the cost of food at retail in fifty-one cities, 
and of the cost of living in thirty-seven cities. The cost- 
of-living index includes not only food, but also cloth- 
ing, housing, fuel and light, furniture, and a group of 
miscellaneous items. The price of each item is weighted 
according to its relative importance as ascertained by 
a nationwide survey of consumer expenditures. Index 
numbers of various kinds of price levels are also pub- 
lished by other government agencies, such as the De- 
partrhent of Agriculture, the Department of Commerce, 
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and the Federal Reserve Board, as well as by private 
individuals and corporations. 

An Index Number of the General Price Level. While 
these various kinds of index numbers are highly use- 
ful in many kinds of economic analysis, they cannot be 
used individually as accurate measures of a change in 
the general level of prices and hence of a change in the 
purchasing power of money over things in general. 
These individual index numbers represent movements 
of only segments of the price level, though in the case 
of the Bureau of Labor’s indexes of wholesale prices 
and of the cost of living the segment covered is a broad 
one. The most interesting and comprehensive attempt 
to measure the trend of the general price level is an 
index number compiled by Carl Snyder, formerly of 
the Federal Reserve Bank of New York.* In this index 
number, twelve price groups are weighted as follows: 


1. Industrial commodity prices at wholesale lo 

2. Farm prices at the farm 10 

3. Food prices at retail 10 

4. Other cost of living items 10 

5. Real estate values 10 

6. Security prices 10 

7. Equipment and machinery prices 10 

8. Wages 15 

9. Rents 5 

10. Transportation costs 5 

11. Hardware prices 3 

12. Automobile prices _2 


100 

Snyder’s index and the Bureau of Labor Statistics’ whole- 
sale price index are shown in the figure on page 138. 
It will be noted that though the two index numbers 

2 The publication of this index was continued in the Monthly Revtetv 
of Credit and Business Conditions until its January 1940 issue in which 
the last figure given is for November 1939. 
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Index of price level 



move in close harmony as to direction of change, except 
for the period 1925-1929, the amount of fluctuations is 
much greater in the case of the wholesale price index. 

KINDS OF PRICE LEVEL MOVEMENTS 

Price level movements may be classified as secular, 
cyclical, and irregular. The prices of some individual 
commodities also show a pronounced seasonal varia- 
tion within a given year, but this movement is not 
appreciable in a general level of prices and will, there- 
fore, be disregarded. 

Secular. The secular, or long-run, price trend is the 
genial upward or downward drift in prices over a 
period of years. Thus, if prices in general are rising 
over a period of ten or more years it is said that the 
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secular trend of prices is upward. The figure on page 
138 shows that the secular trend of prices was upward 
from 1896 to 1914. During the preceding two decades 
the secular trend of prices was downward. 

Cyclical. Cyclical price movements refer to the 
alternating rise and fall in index numbers of prices 
during the course of a business cycle. Periods of pros- 
perity are usually marked by rising prices, and periods 
of depression by falling prices. It is the cyclical fluctua- 
tions of prices that largely explain the short-run oscilla- 
tions in the index numbers shown in the figure. Al- 
though the secular trend of prices may be upward, this 
does not mean that prices move steadily upward year 
after year; there will be some years in which prices 
halt their rise, or even fall. During a period when the 
secular trend of prices is upward, the prosperity phase 
of business cycles tends to be prolonged, and the de- 
pression phase shortened. This means that prices will 
usually be rising for a longer time than they will be 
falling. In other words, prices will rise during the long 
periods of prosperity more than they will fall during 
the short periods of depression. This will result in a 
secular rise in prices, even though there are some years 
in which prices actually fall. Conversely, when the 
secular trend of prices is downward, the prosperity 
phase of cycles is shortened, and the depression phase 
lengthened. Consequently there will be a secular de- 
cline in the price level even though there are some years 
in which prices are rising. Thus cyclical price move- 
ments appear as fluctuations around the secular trend 
of the price index. 
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Irregular. Irregular price movements are those not 
included in secular, cyclical, and seasonal. They may 
be caused by such factors as wars or natural catas- 
trophes which show no regularity of recurrence and 
which usually have primarily a short-run effect. Some- 
times these irregular movements are submerged in the 
cyclical or secular movement of prices, and cannot be 
distinguished clearly in index numbers of the type 
used in the figure. This is not true, however, of the 
sharp upward movement of prices caused by the Civil 
War and the World Wars. 

Inflation and Deflation. In this book the terms “in- 
flation” and “deflation” will be used only to designate 
the direction in which the price level is moving. They 
will not indicate the causes of these movements. Any 
period in which the price level is rising, whether the 
change is secular, cyclical, or irregular, is a period of 
inflation. Conversely, any period in which the price 
level is falling is a period of deflation. 

CONSEQUENCES OF CHANGES IN THE 
VALUE OF MONEY 

There is not complete agreement among economists 
as to whether it would be desirable to have an ab- 
solutely fixed general level of prices, but none would 
deny that changes in the price level have an important 
effect both upon the economic community as a whole 
and upon the various economic classes of which it is 
composed. Price level changes alter greatly the dis- 
tribution of wealth and income and the volume of 
production. 
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Effects on the Distribution of Wealth and Income. 
If all prices — including prices paid for the uses or 
services of the agents of production — moved in the 
same direction and at exactly the same rate, changes 
in the general price level would not alter the distribu- 
tion of wealth and income. But because some prices are 
free to vary while others are hindered by custom, by 
contract, or by other factors, individual prices move at 
very different rates. Some change quickly and sharply; 
others move but slowly. 

For example, interest payments on bonds and mort- 
gages are fixed by contract for long periods of time. If 
the general level of prices is rising, creditors find that 
although they receive the same number of dollars, each 
dollar will buy a smaller quantity of goods and services. 
This in effect transfers real income from creditors 
to debtors. Similarly, if bonds or mortgages mature 
and are paid off when prices are higher than they were 
when the money was borrowed, creditors suffer a loss 
in the real value (or purchasing power) of their capital, 
and debtors gain. The same kind of loss is incurred by 
receivers of rents, holders of life insurance policies, de- 
positors in savings banks, and all other individuals to 
whom fixed payments in dollars are owed by others. 

In periods of falling prices, debtors lose and creditors 
usually gain; a decline in the price level causes a larger 
share of the national real income to be transferred to 
creditors. But, as will be shown in a moment, the 
national real income sometimes declines so much in a 
period of falling prices that many creditors are paid only 
in part and some not at all. To the extent that in- 
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dividuals are both debtors and creditors, the gains and 
losses may cancel out. But there are many people who 
are so predominantly either the one or the other that 
great undeserved losses and gains result. 

Although wages are seldom fixed by long-term con- 
tract, they usually change much more slowly than the 
prices of the things that they are used to buy. During 
a period of inflation, such as occurred from 1914 to 
1920, wages are seldom increased rapidly enough to 
prevent a reduction in real income. In other words, 
wage increases lag behind price increases. In periods of 
deflation, wages do not fall as rapidly as the prices of 
the things they are used to buy. Workers who retain 
full-time employment receive higher real wages. But 
workers who are partially or completely unemployed, 
and they are usually numerous in such a period, do not 
share this gain. 

Effects on Production. Changes in the general level 
of prices exert a powerful effect on production. The 
extent of economic activity depends largely upon the 
prospects for profits. When prospective profits are 
large, business is active, and production is likely to be 
at a high level. When prospective profits are small, or 
disappear altogether for most business enterprises, un- 
employment is likely to increase and the volume of 
production to fall. 

When the price level is rising, business profits usually 
increase. This results from the fact that commodity 
prices ©rdinarily move up more rapidly than do their 
costs of production. Many of the expenses of the enter- 
priser, such as wages, rents, and interest on debt, in- 
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crease very slowly. So long as costs lag behind the 
increase in prices, the profits of the enterprise are in- 
creased. In general, therefore, an upward movement of 
the price level is favorable to an increase in the volume 
of production. 

When the price level is declining, production and 
employment also tend to decline. Just as interest costs 
and wages lag behind commodity prices in inflation, 
they also lag behind in deflation. The fall in commodity 
prices relative to costs narrows profit margins and causes 
many enterprisers to incur losses rather than gains. In 
these circumstances many enterprisers will either curtail 
production or shut down their plants completely. 

Paradoxical as it may seem, periods when money is in- 
creasing in value, that is, periods of falling prices, are 
likely to be periods of grave economic distress and hard- 
ship, with unemployment rife, and with the productive 
equipment, that could produce the goods so badly 
needed by the community, standing idle. This is almost 
certain to happen if prices decline without a corre- 
sponding increase in the productivity or efficiency of in- 
dustry. 

But it must not be assumed that the attainment of 
a stable price level, even if that were possible, would 
always and necessarily prevent economic unbalance. If 
the monetary system is controlled in such a way as to 
stabilize prices while the productive efficiency of in- 
dustry is increasing and while the return to the factors 
of production (labor, capital, and natural resources) is 
not increasing correspondingly, the result may be dis- 
astrous. The cost of production per unit of output will 
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decline while the selling price of each unit of output re- 
mains at its previous level. The result will be a widening 
margin of profit between costs and selling prices, and a 
tendency for enterprisers to expand productive facilities 
to reap the higher returns. This may lead to an over- 
expansion of plant capacity in many lines and finally 
to a pressure toward drastic price reductions that can- 
not be resisted. Many believe that this was an important 
factor in the 1930-1933 depression. Thus it is argued that 
price control by large business enterprises, and the 
efforts of the federal reserve system to control the 
volume of money in such a manner as to keep prices 
stable, prevented a price decline that should have been 
allowed to occur. The result was the development of 
an acute disequilibrium among wages, prices, and 
profits that culminated in the depression. Though this 
argument may have some validity, it cannot be ac- 
cepted as a full explanation of the causes of the de- 
pression following 1929. Other factors were of tre- 
mendous importance. 



CHAPTER VIII 


Eq^uation of Exchange and 
the Quantity of lAoney 


THE EQUATION OF EXCHANGE 

The measurement and consequences of changes in the 
value of money have just been discussed. This chapter 
will deal with the forces behind these changes. 

A very useful device for summarizing and grouping 
these forces is the equation of exchange, which may be 
expressed as 

MV = PT 

The meanings of the factors of this equation are as 
follows: 

M is the total quantity of money in circulation. It includes 
all cash or currency in circulation and demand de- 
posits subject to check. 

V is the velocity of circulation of the money represented 
by M; it is the average number of times each unit of 
money is exchanged against goods and services during 
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a given period, say a year. It is evident that the amount 
of “money work” that can be accomplished by a given 
quantity of money, M, depends upon the number of 
times each unit of that money is offered for goods dur- 
ing the given period. 

P is the general level of prices, or the average price of 
the things exchanged for money in the period. As 
has been mentioned, Snyder’s index is an attempt to 
measure the variations of P. 

T is the total volume of trade, or the total quantity of 
things exchanged for money in the period. It includes 
all kinds of goods, services, and securities bought with 
money. It should be noted that if a thing is exchanged 
for money several times during the period by whole- 
salers or speculators, T is correspondingly increased. 
The exchange of 10,000 bushels of wheat once or of 
1000 bushels of wheat ten times would have the same 
effect upon T.^ 

The equation of exchange is simply an algebraic ex- 
pression of the truism that the amount of money paid 
for things by buyers is equal to the number of things 
sold multiplied by their prices. Since the total amount 
of money paid in exchange for things purchased must 
equal the number of things purchased multiplied by 
their average price, it must also be true that the total 
amount of money paid in exchange for things divided by 

^ In estimating T statistically the difficulty of adding diverse things that 
have no common unit of physical measurement is overcome by adopting a 
dollar’s worth of each kind of thing in a base year as a unit of measure- 
ment. Quantities of things in subsequent periods are then expressed in 
units of a 4rjlar’s worth in these base years. These units can be added since 
they are all expressed in dollars. By comparing the sum total of dollar’s- 
worth units in later years with the total in the base-year total it is possible 
to construct an index of T. 
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the number of things purchased must equal their aver- 
age price. In other words, if MV = PT, then = P. 

In this form the equation of exchange is an algebraic or 
symbolic expression of the generalization that the gen- 
eral level of prices varies directly {and hence the value 
of money inversely') with the quantity and velocity of 
money in circulation relative to the total volume of 
trade. 

If the total amount of money spent, MV, in a given 
period increases more than T, the quantity of goods 
and services sold for money, the average price, P, of each 
unit of those goods and services must increase. Con- 
versely, if the amount of money spent for goods and 
services in a given period declines more than does the 
physical volume of the goods and services purchased 
with money, the average price of each unit of T must 
fall. 

It is now necessary to analyze each factor in the 
equation of exchange in order to ascertain why and 
under what conditions it varies. 


THE QUANTITY OF MONEY, M 


M has been defined as the quantity of money in cir- 
culation, including both currency and demand deposits. 
It is evident from the equation of exchange that any in- 
crease of M not offset by an increase in T or by a de- 
crease in V must lead to an increase in the general price 
level, P. When the community has an increased supply 
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of money in relation to the volume of goods and serv- 
ices to be purchased with this money, it is but natural 
that each unit of money should be valued less highly — 
that the price level of goods and services should rise. 
On the other hand, any decrease of M not offset by a 
decrease of T or by an increase of V leads to a decrease 
in the level of prices, that is, to an increase in the value 
of money. 

The immediate factors affecting the volume of money 
have already been discussed in Chapters IV and VI. In 
Chapter VI it was noted that the supply of funds avail- 
able for use as cash in circulation and as member-bank 
reserves is equal to the total of federal reserve credit, 
the monetary gold stock, and Treasury currency minus 
the amounts locked up as cash in the Treasury vaults 
and as Treasury deposits at the federal reserve banks.* 
In Chapter IV it was found that the volume of demand 
deposits that can be supported by the available quantity 
of bank reserves depends upon the height of legal 
reserve requirements. The higher are the legal reserve 
requirements, the smaller is the volume of demand de- 
posits that can be supported. 

M AND THE SUPPLY OF GOLD 

When a country is on the gold standard, and es- 
pecially when its central bank does not attempt to 
control the quantity of money by its credit policy, varia- 
tions in the size of the monetary gold stock account for 
the most; important changes in the supply of cash for 
circulation and of commercial bank reserves.* 

^Amounts absorbed as nonmember-bank deposits at the reserve banks 
and as “other federal reserve accounts’* are ignored here. 

^.Sce above, pp. 112-115. 
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When two or more countries are on the gold standard, 
their price levels in terms of gold (or the purchasing 
power of gold in each) must be approximately the 
same. If prices in terms of gold tend to be higher (or the 
purchasing power of gold lower) in one country than 
in others, gold will tend to be exported from that 
country to the others where it will buy more. This flow 
will continue until the discrepancy has been corrected. 
Conversely, any tendency for prices in terms of gold 
to be lower (for the purchasing power of gold to be 
higher) in one country than in others will lead to an 
import of gold to that country, and the discrepancies in 
price levels will again be largely eliminated. This point 
will be discussed in more detail later. For present 
purposes, it is enough to note that price levels in gold- 
standard countries must be roughly equal and that dif- 
ferentials are eliminated by international gold flows. 
Consequently, the monetary gold stock and the price 
level of one gold-standard country cannot be understood 
without reference to the situation in all gold-standard 
countries. 

Changes in the monetary gold stocks of the world 
depend upon (i) the volume of gold production, and 
(2) the amount of gold that is absorbed in industrial 
or artistic uses. 

The Production of Gold. In all countries except 
Russia gold production is carried on by business enter- 
prises for profit. Gold is produced in so many sections 
of the world and by so many different producers that 
the industry operates under conditions approximating 
those of pure competition — no one producer can exert 
any appreciable influence on the price of gold. Con- 
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sequently, each producer tends to produce gold up to 
the point where his marginal cost is equal to the market 
price of gold. 

The market price of gold presents one distinctive 
peculiarity ; as long as countries are on the gold standard 
and buy all gold offered to them at a fixed mint price 
and also sell gold at a fixed price, the market price of 
gold cannot vary appreciably. It must hover close to the 
mint price. Only the cost of production can move. The 
principal causes of changes in the cost of production 
(shifts of the whole cost schedule) of gold are: (i) new 
discoveries of gold and exhaustion of low-cost ore 
deposits, (2) changes in methods of mining and re- 
fining gold, and (3) changes in the prices of productive 
agents — labor, machinery, and other productive 
facilities. 

Throughout history, fortuitous discoveries of new 
gold deposits have exerted a great influence on the 
volume of gold production. When new low-cost gold 
deposits were discovered, a “gold rush” would follow, 
the production of gold would increase, and price levels 
would rise. Later, as low-cost ores were exhausted, 
gold production would decline. Then there would be a 
danger that gold production would lag behind the 
volume of trade, T, that the quantity of money, M, 
would therefore not be allowed to increase as fast as 
T, and that the price level, P, would fall. 

The first important new discoveries of gold in the 
nineteenth century occurred in California in 1849 and 
in Australia in 1851. As a result, the annual production 
of gold increased more than threefold, and price levels 
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rose. From the 1870’s until 1890, gold production lagged 
and was partially responsible for the downward trend 
of prices in that period. In the latter part of the century, 
however, gold production increased again, owing to 
new gold discoveries in South Africa and Alaska and to 
new methods of mining and of refining gold. The 
cyanide process of refining gold was an especially im- 
portant factor in lowering its cost of production and 
in increasing the volume of its production. The trend 
of prices in gold-standard countries was upward after 
1896. 

Changes in the prices of the agents of production 
(labor, capital, and natural resources) exert an im- 
portant effect on the cost of producing gold. These 
changes are likely to be especially important in periods 
when the general price level is changing. Wages and 
the cost of machinery usually rise when the general 
price level rises and fall when the price level falls. 
The increase of production costs while the price of 
gold remains fixed tends to restrict gold production in 
periods of rising prices. This restriction of gold pro- 
duction leads to smaller additions to monetary gold 
stocks and helps to check in some degree the increase 
of M and the rise of prices. In periods when the price 
level is declining, the decreased cost of producing gold 
tends to increase the volume of gold production. This 
increase of gold production brings about larger additions 
to the monetary gold stock, encourages the expansion 
of M, and helps to check the decline of prices. 

It must be emphasized, however, that the inverse 
response of the amount of gold produced to changes in 
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the price level has been neither sufficiently great nor 
sufficiently rapid to prevent wide fluctuations in the 
general level of prices and in the value of money * There 
have been periods, nevertheless, in which the amount 
of gold produced has shown a marked response to 
changes in the general level of prices. For example, the 
decline in gold production during the latter part of the 
First World War and in the years following was largely 
the result of the high price levels at that time, 
which made it unprofitable to work low-grade ores. 
Even more striking is the great increase in gold pro- 
duction that took place, partly because of the low 
level of production costs, during the depression iii 
the early 1930’s. Gold production rose from 20 mil- 
lion ounces in 1929 to 36 million ounces in 1936. 
Throughout the depression it was at the highest level 
in history. 

It should be noted, however, that in recent years the 
production of gold has also been greatly stimulated by 
the monetary policies of many countries. For example, 
when the dollar was devalued early in 1934, the mint 
price of gold was raised from $20.67 an ounce to $35 
an ounce. This, of course, was a tremendous windfall 
for gold producers since it occurred at a time when 

^Generally speaking, there is a lag of several years before changes in 
the rate of gold production influence prices, and this tends to retard the 
adjustment of gold production to price changes. Moreover, there are other 
factors than gold production involved in the determination of the price 
level. Finally, highly dynamic factors, such as changes in the technique of 
gold production and the fortuitous discovery of new deposits of gold, have 
made adjustment difficult. Dynamic factors of this sort dominated the pro- 
ductiSltr of gold during the greater part of the nineteenth century and 
tended to obscure the effect of changes in the price level on the amount of 
gold produced. 
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mining costs were at a relatively low level because of the 
depression. 

Monetary and Commodity Uses of Gold. The effect 
of gold production upon M depends not only upon the 
amount of gold produced, but also upon the relative 
amounts of gold used for monetary purposes on the 
one hand, and for industrial and artistic purposes on the 
other. The more gold that is used for filling teeth, and 
for watches, gold plate, and wedding rings, the less 
gold will be available for monetary purposes. Another 
important nonmonetary use of gold is as a store of value 
in Oriental countries such as India, where large amounts 
are absorbed into hoards and held for years; in fact, 
much of it disappears permanently. Since 1931, however, 
India has disgorged large amounts of gold from these 
hoards to take advantage of the large profits that could 
be made by converting gold into pounds sterling. When 
England abandoned the gold standard in 1931, the paper 
pound went to a heavy discount relative to gold, and a 
given number of ounces of gold could be converted into 
a greatly increased number of pounds. In consequence, 
many of the wealthy people with large hoards of gold, 
such as the native princes, converted gold into paper 
pounds and invested the proceeds. 

, The evidence, on the whole, indicates that there is 
a tendency for the demand for gold for commodity uses 
to increase as its value falls (that is, as prices rise) and 
to decrease when its value rises (that is, as prices fall). 
If prices in general are rising, articles made largely of 
gold will be relatively cheap, since the price of the raw 
material from which they are made remains constant, 
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whereas the prices of other metals rise. This, together 
with the fact that people are- more prosperous when 
prices are rising and have more to spend for luxuries, 
tends to increase the demand for gold for commodity 
uses. When the price level is falling, however, not only 
are money incomes reduced, but the prices of articles 
made from gold do not fall as rapidly as the prices of 
most other commodities, and the demand for gold for 
commodity uses is reduced. The demand for gold in 
the Orient shows similar fluctuations, usually rising 
as the value of gold falls, and vice versa. 

The tendency of the demand for gold for industrial 
and artistic uses to increase as the price level rises re- 
duces the amount of gold that becomes available for 
monetary uses and thereby acts as a force limiting the 
further advance of the price level. Similarly, the reduc- 
tion in the demand for gold for industrial and ^rtistic 
uses in periods of price declines tends to moderate the 
downward trend in the price level. The commodity 
demand for gold thus acts in harmony with the effects 
of price-level changes on gold production to exert a 
stabilizing influence on the value of gold and on the 
price level. These forces are, however, far too weak to 
adjust the gold stock in such a way as to stabilize the 
price levels in gold-standard countries. 

Before the First World War, fluctuations of the 
world’s monetary gold stocks were one of the most im- 
portant factors determining the secular trend of prices 
in goki-standard countries. Since that War, other factors 
have been introduced that lessen somewhat the im- 
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portance of fluctuations in the volume of gold. Many 
countries have been on inconvertible paper standards 
much of the time. Some have reduced the weight of 
their monetary units. And virtually all have introduced 
a greater degree of central-bank control. The gold stand- 
ard since the First World War has been more than ever 
before a deliberately managed standard. 

RATIO BETWEEN CURRENCY AND 
DEMAND DEPOSITS 

The factors determining the total quantity of funds 
available for use either as cash in circulation or as 
member-bank reserves have been discussed. The amount 
of money of all kinds that can be supported by a given 
quantity of these funds depends to some extent, how- 
ever, upon the habits of the community as to the use 
of cash and demand deposits. If the community insists 
upon using a large amount of cash relative to demand 
deposits, the total amount of money that can be sup- 
ported by a given volume of funds available for use as 
either cash or bank reserves will be small. The large 
demand for cash will leave only a small volume of 
funds available for bank reserves, and the banks will 
have only a small reserve base on which to create a 
superstructure of demand deposits. If, on the other 
hand, the community is willing to hold a relatively 
small volume of cash and to use demand deposits for 
a large part of its payments, a smaller proportion of 
the funds available for use as either cash or bank re- 
serves will be used as cash, and a larger proportion will 
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be available as bank reserves. These reserves will sup- 
port demand deposits equal to several times their own 
quantity. 


CURRENCY IN CIRCULATION AND DEMAND DEPOSITS' 
1890-1934 

(In Millions of Dollars) 


On or 

ABOUT 

June 30 

Currency * 

Demand 

Deposits 

Total 

Ratio or Cur- 
rency TO Demand 
Deposits 

1890 

941 

2 -. 2-95 

3.236 

.410 

1895 

971 

2-,744 

3.715 

•354 

1900 

1.305 

4.304 

5.609 

•303 

1905 

1.594 

6.634 

8,118 

.140 

1910 

1,678 

7,707 

9.385 

.118 

1915 

1, 861 

9.265 

11,117 

.101 

1910 

4.391 

18,656 

2-3.047 

• 2-35 

1 911 

3.964 

17.170 

2 - 1 . 2-34 

.119 

1911 

3.633 

16,507 

10,140 

.110 

1913 

4,016 

17.311 

2-1.337 

.131 


3.938 

18,174 

11,111 

.117 

1915 

3.864 

19.934 

2-3.798 

.194 

1916 

3.890 

10,178 

14,068 

•293 

192.7 

3.843 

11,861 

16,704 

.168 

1918 

3.909 

23.356 

17.165 

.167 

1919 

3.92-6 

13,408 

2-7,334 

.168 

1930 

3.656 

11,661 

16,317 

.161 

1931 

3.938 

10,506 

2-4.444 

.191 

1931 

4.904 

16,114 

11,018 

•304 

1933 

5.048 

15.484 

2-0,532. 

.316 

1934 

4,660 

18,90} 

23.563 

• 2-47 


* Does not include vault cash of banks. 


Lang-Term Trend. As indicated by the above table, 
there has been a marked downward trend in the ratio 

® Ro|ir/)duced from Angell, J. W., The Behavior of Money (1936), 
p. 175, by permission of the publishers, McGraw-Hill Book Company. 
This book is a highly interesting study of the amount of currency and 
deposits, and their relationship to various indices of economic activity. 
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of currency in circulation to demand deposits. This 
reflects the increasing preference of the community for 
demand deposits as a means of payment. As long as 
this trend continues, the total volume of money that a 
given quantity of funds usable as either cash or bank 
reserves can support will be increased, for a smaller 
part of these funds will be used as cash in circulation 
and a larger part will be used as bank reserves, in which 
use it can support demand deposits amounting to several 
times its own quantity. 

Cyclical Fluctuations. The ratio of currency in cir- 
culation to demand deposits also shows cyclical fluctua- 
tions. If no change in the public confidence in banks 
occurs, there is frequently a tendency for this ratio to 
rise in the later stages of prosperity when pay rolls and 
retail trade rise so much, and for it to decline in de- 
pression periods when pay rolls and retail trade fall 
off. But this tendency is reversed when the depression 
is accompanied by a general distrust of banks and a 
hoarding of cash. In the depression following 1929, 
currency in circulation increased while deposits were 
decreasing. As a result the currency-deposit ratio rose 
to levels that it had not attained since the turn of the 
century. This ratio reached a peak of .378 in April 1933. 

This striking reversal of the currency-deposit ratio 
is the reflection of mistrust of banks during the worst 
years of the depression, and of consequent attempts to 
convert deposits into cash, accompanied in many cases 
by the hoarding of the cash thus obtained. This drain 
reduced bank reserves to an alarming degree, for bank 
reserves amount to only a small percentage of their 
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deposits. Thus if a bank has deposits of $1,000,000 and 
reserves of $100,000, or ten per cent, the conversion of 
$50,000, or five per cent, of its deposits into cash will 
mean a reduction of fifty per cent in its reserves. In the 
face of a run of considerable proportions, bank failures 
may be numerous unless the member banks have a large 
amount of assets eligible for rediscount at their reserve 
banks. 

Bank runs, together with the unsound condition of 
many banks, and the lack of paper eligible for redis- 
count, were responsible for many of the bank failures 
of the depression. The currency hoarding during the 
depression subjected the whole banking structure to 
severe strain. Currency in circulation increased from 
3.9 billion dollars in 1929 to 5 billion dollars in 1933, 
while demand deposits declined from 23.4 billion dol- 
lars to 18.9 billion dollars.® As a result, the currency- 
deposit ratio increased from seventeen per cent to thirty- 
three per cent. It is partly because they fear these runs 
that banks often reduce their loans and investments 
and thereby destroy deposits in depression periods. 

Effects of the Second World War. During the period 
of recovery from the depression the currency-deposit 
ratio again showed a declining trend but this was sharply 
reversed as a result of the economic conditions brought 
about by the Second World War. Although both cur- 
rency in circulation and deposits increased sharply dur- 
ing the war years, the increase in the former was 
relatiw:Jy much greater. The effect on the currency- 

® Other factors, of course, were partly responsible for the decline in 
deposits, but the hoarding of cash was very important. 
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deposit ratio over this eight-year period is shown in the 
following table: 


CURRENCY IN CIRCULATION AND DEMAND DEPOSITS ? 
1939-1946 

(In Millions of Dollars) 


End of 

CuRRENCT Outside 

Demand Deposits 

Ratio of Currency to 

June 

Banks 

Adjusted 

Demand Deposits 

1939 

6.0 

27.4 

.219 

1940 

6.7 

32.0 

.209 

1941 

8.2 

37*3 

.220 

1942 

10.9 

41.9 

.260 

1943 

15.8 

56.0 

.282 

1944 

20.9 

60.1 

.348 

1945 

25.1 

69.0 

.364 

1946* 

26,1 

77.4 

•337 


* End of April 


Various reasons have been suggested for the marked 
shift in the currency-deposit ratio shown above. Prob- 
ably the most important was the enormous increase in 
wages and salaries paid, particularly to the middle and 
lower income groups which do not ordinarily maintain 
checking accounts. There were also widespread popula- 
tion shifts during the War both on the part of civilians 
and members of the armed forces. This undoubtedly 
encouraged the use of currency in preference to deposit 
accounts. Some authorities also believed that the rise of 
“black markets”, which are typically conducted on a 
currency basis, and attempts at tax evasion may have 

7 As reported in the Federal Reserve Bulletin, This series is similar 
to that shown on page 156 above but is not strictly comparable because 
of the different basis on which the two series are compiled. 
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had a contributory eflfect. Although it appears unlikely 
that the currency-deposit ratio will remain at the high 
war time levels, sufficient time has not elapsed to give 
any definite indication that the ratio will return to 
the levels prevailing at the outbreak of the Second 
World War. 

SUMMARY 

The quantity of money, M, depends upon (i) the 
amount of funds available for use as either cash in 
circulation or bank reserves, (2) the ratio of bank 
reserves to demand deposits, and (3) the habits of the 
community as to the relative amounts of cash and de- 
mand deposits used. 

In the long run, or in the secular trend, M is likely to 
increase in about the same proportion as, or a little 
faster than the volume of funds available for use as 
cash and bank reserves. This is true because in the long 
run banks tend to lend up to the limit of their reserves 
so that, in absence of changes in legal reserve require- 
ments, the ratio between bank reserves and demand 
deposits will remain approximately constant. Also, the 
trend toward a greater use of demand deposits, rather 
than cash, as a medium of payments is likely to con- 
tinue, so that a larger proportion of the funds available 
for use as cash in circulation or as member-bank re- 
serves can be used for the latter purpose. It is this 
tendency of the community to effect an increasingly 
large proportion of its payments with checks drawn on 
demand deposits rather than with cash that may permit 
M to increase faster in the long run than the total 
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volume of funds available for use as cash or bank re- 
serves. 

The relation between M and the volume of funds 
available for use as cash in circulation and as bank re- 
serves is likely to show rather wide cyclical fluctua- 
tions. In the first place, banks usually lend up to the 
limit of their reserves in prosperity periods, but they 
sometimes allow excess reserves to accumulate in periods 
of depression. This increases the volume of demand 
deposits supported by each dollar of reserves in pros- 
perity periods and decreases it in depression periods. 
Therefore, demand deposits may increase in periods of 
prosperity and decline in periods of depression even 
if no change occurs in the volume of bank reserves. In 
the second place, the hoarding of cash by bank de- 
positors in periods of serious depression tends to in- 
crease the ratio of cash in circulation to demand de- 
posits. This decreases bank reserves, forces the banks to 
destroy some of their demand deposits, and reduces the 
volume of M that can be supported by a given quantity 
of funds available for use as either cash in circulation 
or member-bank reserves. 

Since M is so highly dependent upon the lending and 
investing activities of banks, it usually increases in 
periods of prosperity and declines in periods of de- 
pression. 



CHAPTER IX 


Velocity of Money and the 
Volume of Trade 


VELOCITY OF MONEY 


The amount of money offered in exchange for goods 
is determined not only by M, the quantity of money in 
circulation, but also by V, the average number of times 
that the quantity of money is used in making purchases 
during a given period. 

MONEY BALANCES 

The factors that determine the velocity of circulation 
of money are in general the forces that influence in- 
dividual choices as to the size of the average balances 
of cash or demand deposits that people wish to hold 
relative to their expenditures. This can be phrased dif- 
ferentlyf^although it comes to the same thing, by say- 
ing that V is determined by how long, on the average, 
money is held as a store of value before being offered 
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in exchange for the things people wish to purchase. It 
is true that M determines what the total of money 
balances shall be, but other factors determine how often 
this money is used as a medium of payments. If people 
are accustomed to holding money for comparatively 
long intervals before spending it, money will circulate 
slowly, and the fraction of the total stock of money 
that is offered in exchange for goods on a given day 
will be relatively small. On the other hand, if people 
are accustomed to spending money after holding it 
for only a very brief time, money will circulate more 
rapidly, and on any given day the fraction of the total 
stock of money changing hands in purchases will be 
much higher. Thus, with a given stock of money, a 
low velocity of circulation will mean that prices will be 
lower than they would be if the velocity of circulation 
were higher. 

E^ect on Velocity. People seldom rush out and spend 
all the money that they receive immediately after it 
comes into their hands. Partly as a matter of con- 
venience in spreading purchases over the intervals be- 
tween the receipts of income, and partly to have on 
hand a reserve against unforeseen contingencies, most 
people keep on hand a certain amount of money in the 
form of either currency or demand deposits. Money 
so held may be called “money balances.” For example, 
suppose that A is paid $100 a month, and that he spends 
this sum evenly at the rate of I3.33 per day. His money 
balance would vary from $100 on the first day to $0 on 
the last, but his average daily balance would be about 
$50. The days on which he held more than this amount 
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would be counterbalanced by the days on which he held 
less. 

The fact that A spends his income at this rate means 
that the average velocity of circulation of money passing 
through his hands is twice a month, or twenty-four 
times a year. That is, his annual expenditures are 
12 X $100, or $1,200, and this divided by $50, the average 
size of his money balance, is 24. Looked at from another 
point of view, it can be said that on the average A 
holds money for about half a month, or two weeks, be- 
fore spending it. If A were paid by the week his average 
balance would be smaller, and the rate of turnover or 
velocity of circulation of money passing through his 
hands would be much higher. If he were paid $25 every 
week, and spent his money evenly over the week, his 
average daily balance would be $12.50, and the velocity 
of circulation of money passing through his hands 
would be twice a week instead of twice a month as 
under the original assumption. This would be because 
money would, on the average, be held for only half a 
week before being spent, instead of half a month. 

Returning again to the original assumption, that A 
is paid $100 a month, suppose that, instead of spending 
his money entirely in the course of a month, A decides 
that he will never hold less than $25 in his money 
balance. This would mean that his money balance 
would fluctuate between $125 and $25 and that it would, 
on the average, amount to about $75 instead of $50 as 
under tfle original assumptions. Under these conditions, 
the velocity of circulation of money passing through his 
hands would be approximately sixteen times a year 



VELOCITY AND TRADE 165 

(that is, $i,20o/$75) instead of twenty-four. On the 
average he would hold money a little over three weeks 
instead of two weeks before spending it. 

Since business enterprises also hold money balances, 
V is the resultant not only of the monetary habits of 
individuals as spenders of incomes, but also of the 
monetary habits of the managers of business enterprises 
as to the amount of money balances that they maintain 
relative to their total expenditures. 

LONG-RUN FACTORS AFFECTING V 

The longer that money is held between the times that 
it is used as a medium of payments, the lower is its 
velocity of circulation. The velocity of circulation of 
money is, therefore, somewhat lower in a community 
that accumulates savings in the form of hoarded money 
than it is in a community with highly developed credit 
instruments and credit institutions. In communities of 
the latter type, people tend to invest a large part of 
their savings in goods, or securities, or deposits in 
savings banks, thereby permitting money to be cir- 
culated as a medium of payments rather than held as 
a store of value. Moreover, the ease of borrowing in 
such a community ordinarily makes unnecessary the 
accumulation of large hoards of money to meet con- 
tingencies. For these reasons, the development of 
financial institutions has been a steady force operating 
to raise V. 

Another factor that tends to make for a high V is 
greater frequency of wage and salary payments. As 
has been pointed out, the hypothetical individual A 
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had a much lower money balance when paid by the 
week instead of by the month. Other factors that tend 
to increase V are greater ease of access to markets which, 
in turn, is enhanced by better transportation facilities, 
the concentration of population in market areas such as 
cities and, in general, any conditions that tend to result 
in spreading income receipts and expenditures more 
evenly over time. 

A farming community that is distant from markets, 
that has scant banking facilities, and that receives a 
major part of its income in one season of the year when 
crops are harvested, usually makes its purchases at in- 
frequent intervals. On the average, therefore, people in 
such a community hold money for a relatively long 
time before spending it, and the velocity of circulation 
of their money is relatively low. In contrast, the velocity 
of money is relatively high in an industrial community 
in which workers are paid by the week, and in which 
they spend their incomes fairly evenly from day to day. 
Broadly speaking, it can be said that the general level 
of V is set by habit and custom and by the stage of 
development of the community’s economic and finan- 
cial institutions. Changes in these institutions and in the 
progress of the community from an agricultural econ- 
omy to an industrial and trading economy tend to 
affect V. 

SHORT-RUN FACTORS AFFECTING V 

The aBdve factors affecting V tend to determine its 
long-run trend. There are many other factors that affect 
V and cause it to undergo very pronounced short-time 
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fluctuations, both from month to month and from 
year to year. These factors, in part, center around 
business activity; that is, the general state of activity in 
production, wholesale trade, and the security and com- 
modity exchanges. In periods of increasing business 
activity, V rises as people draw on their money balances 
to make payments. In periods of declining business 
activity, V declines as money is left idle for longer 
intervals. 

CHANGES IN V AND CHANGES IN P 

Changes Accompanying Decline in V . During the 
downswing of a business cycle, many individuals who 
have a margin of income over what they regard as 
essential to the maintenance of their minimum standard 
of living increase the relative amount of their resources 
that they hold in the form of money. To increase their 
money balances they may reduce their expenditures 
below their money income, they may “hoard” money 
that they would ordinarily use to purchase securities 
or other assets, and they may throw some of their 
securities or other assets on the market in exchange 
for money. This “hoarding” of money sometimes oc- 
curs because the future appears highly uncertain and 
people feel that the possession of a larger reserve of 
purchasing power in the form of money will increase 
their security. In part, however, it occurs because of 
the belief that goods and securities are going to fall 
farther in price and that the thing to do, therefore, is 
to hold money until prices reach bottom, that is, until 
money reaches its maximum value. The desire to ac- 
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cumulate larger money balances may influence not only 
individuals but also the managers of business enter- 
prises who wish to put their businesses in a strong 
cash position, particularly in view of the difficulty of 
borrowing during depressions. 

The result of this general movement, as was pointed 
out in Chapter I, is essentially a type of hoarding; 
people use more money as a store of value and less as 
a medium of payments. Total expenditures decline, the 
money receipts of sellers of goods and services fall off 
correspondingly, and the deflationary effects permeate 
the whole economy. This reduction of total expendi- 
tures appears to most industries as a reduction of the 
demand — in the sense of a negative shift of the de- 
mand schedule — for their products. One result is a 
decline in the prices of their products. And unless their 
schedule of marginal costs falls by an equal amount — 
which is highly unlikely since costs usually do not fall 
as fast as selling prices — there will also occur a cur- 
tailment of the volume of production and of T. How- 
ever, the chances that T will fall as rapidly as V are 
very small. 

During the downswing of a cycle there is often a re- 
duction in M as well as in V, but the reduction of V 
is usually by far the greater. In the 1930-1933 depression, 
which, because of the banking difficulties that accom- 
panied it, probably involved as great a reduction in M 
as any depression we have experienced, M decreased 
about tlflrty per cent as against a decrease of over fifty 
per cent in V. This meant that although there was 
a decrease of only thirty per cent in M, the amount of 
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money offered in exchange for goods and services, MV, 
decreased sixty-five per cent. 

Changes Accompanying Increase in V. On the up- 
swing of the business cycle, V tends to increase more 
than T and is an important factor in the rise of prices 
that takes place. Just as people increase their money 
balances relative to expenditures during the downswing 
of the cycle, they decreased these balances relative to 
expenditures during the upswing. As the future ap- 
pears brighter and as the feeling spreads that securities 
and other assets may rise in price and at least will not 
decline — ^that the value of money may fall — there 
develops a desire to get rid of money quickly and to 
hold other assets instead. This rise in the velocity of 
circulation increases total money expenditures and en- 
hances the demand for goods. As demand increases, 
the volume of production and also T are likely to 
rise, but not as much as V. The lag of T behind V 
is likely to be especially noticeable in the later stages 
of prosperity, when unemployment and unused plant 
capacity have been largely absorbed and when there 
may be an increase in the speculative hoarding of 
goods. 

Extreme Fluctuations in V. A striking example of the 
heights to which V can rise is afforded by the in- 
flation in Germany following the First World War. 
At that time prices rose much more rapidly and to 
a greater degree than could be explained by the in- 
crease in M. Between July 1919 and July 1923 the index 
of currency in circulation increased to 723,000 from 
690, or a little more than looo times, while the price 
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index increased from 339 to 18,351,000, or a little more 
than 54,000 times. V, however, was estimated to have 
risen from 49 to 2,538, or about fiftyfold, which to- 
gether with the increase in M, accounts for the tre- 
mendous inflation of prices.^ As inflation progressed, 
everyone tried to get rid of money as fast as possible; 
no one wished to leave any of his resources tied up in 
money which was depreciating hourly. All wished to 
hold goods or stocks which were rising in price, rather 
than money which was depreciating. It is related that 
German workers were often met at the factory gates 
by members of their families who sped to market on 
bicycles in order to spend the weekly wage before it 
could lose more of its purchasing power. Similarly, 
shopkeepers rushed out and tried to replenish their 
inventories before the money depreciated further. This 
situation meant that very little money was held idle in 
money balances. In this period in Germany, V must 
often have been as great during a week as it was during 
a year in other countries. 

ESTIMATES OF V FOR THE UNITED 
STATES 

Although there are no adequate statistical estimates 
of V for the currency part of M in this country, there 
are fairly accurate figures for the V of demand de- 
posits. Since the latter effect the payments for over 
ninety per cent of our trade, while they normally 
amounrK) a little over eighty per cent of M, it is ap- 

^Graham, F. D., Exchange, Prices, and Production in Hyper 'Inflation 
in Germany (1930), pp. 105-106 
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parent that demand deposits must have a higher 
velocity than currency. The velocity of demand de- 
posits may be calculated from the federal reserve 
statistics showing the amount of demand deposits and 
the amount of checks drawn against them, or “debits” 
to individual accounts. The debits to individual ac- 
counts during a period of time, divided by the average 
amount of demand deposits during that time, will give 
the V of demand deposits. The velocity of circulation 
of demand deposits is shown in the following table. 
The velocity figures are shown separately for New 
York City and for 140 other cities because the New 
York City figures are so largely dominated by financial 
transactions.* 


ANNUAL AVERAGE VELOCITY OF DEMAND DEPOSITS 
1919-19^5 


Year 

140 Cities 

New York City 

1919 

34-4 

54-3 

1910 

. 35-8 

52-4 

1911 

32-4 

50.2. 

1911 

30.8 

55.0 

1913 

32-4 

56.3 

1914 

31*5 

55-0 

1915 

32-7 

61.7 

19x6 

33-9 

67.1 

1917 

35.0 

74-9 

1918 

37-9 

93-5 

192-9 

41.6 , 

III. 9 

1930 

34*9 

69.5 

1931 

i8.8 

46.2. 

1931 

2 - 5-4 

33-2 

2933 

2 - 4-9 

30.3 

2934 

2-2-7 

Z 7-8 


^From Kcmmcrer, K. W., Money (1935), pp. 52-53. By permission 
of the Macmillan Company, publishers. 
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The fact that the V for New York deposits is regularly 
above that for the rest of the country is largely explained 
by the fact that demand deposits used for effecting 
payments in the financial markets have an unusually 
high rate of turnover. Financial transactions also affect 
the V in other cities, but usually not to the same extent 
that they do in New York City. 


THE VOLUME OF TRADE, T 


T has been defined as the physical volume of trade, 
or the total quantity of all the things exchanged for 
money in a given period. The most important com- 
ponents of T are goods, services, and securities. Each 
article is counted in T every time it is sold for money. 
For example, if 10,000 tons of coal were sold by a mining 
company to a jobber, who resold it to a wholesaler, who 
resold it to a retailer, who in turn sold it to its ultimate 
consumer, the coal would be counted in T each time 
it was exchanged for money. The same would be true 
of a security that was exchanged for money several 
times in a given period. The volume of T therefore 
depends on (i) the quantity of goods, services, and 
securities available for sale, and (2) the number of 
times that each unit of these things is sold for money 
in a given period. 

If, in any period, the volume of things offered in 
exchange for money increases in relation to the amount 
of money offered for them, the average price of each 
unit of these things must decline. Conversely, if the 
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volume of things offered for money becomes smaller in 
relation to the amount of money offered for them, their 
average price per unit must rise. 

LONG-RUN FORCES AFFECTING T 

In the long run, or the secular trend, T may be 
expected to increase, especially in a developing country 
such as the United States. In the first place, the quantity 
of things in existence that can be exchanged for money 
increases. As time passes, there are more houses, secur- 
ities, and other things that were created in preceding 
periods and that may be sold for money. But what is 
perhaps more important, the volume of current pro- 
duction increases as the size of the working population 
grows, as workers achieve greater skill, as larger 
supplies of capital equipment are accumulated, and as 
new inventions and new methods of organization 
enable the agents of production to be used with greater 
efficiency. Increased specialization, especially increased 
specialization of business enterprises, increases T in 
two ways: by enhancing the volume of production, and 
by increasing the number of times each article is sold 
for money between the time it first begins to emerge 
as a raw material and the time it finally reaches its 
ultimate consumer. For example, when most vegetables 
were produced in the locality in which they were con- 
sumed, the farmers sold them to a retailer who sold 
them to the consumer. Under these conditions, vegeta- 
bles entered into T only twice. But as specialization 
increased, farmers in a particular locality produced 
enough of one type of vegetable to supply the demand 
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for it over a wide area. Then, instead of selling directly 
to the retailer, they sold to jobbers, who sold to whole- 
salers, who sold to retailers, who sold to consumers. In 
this case, the goods were sold for money four times and 
entered into T each time. 

On the other hand, an integration of production and 
distribution into great vertical combinations that unite 
in one firm a number of the stages of production — such 
as mining, manufacturing, wholesaling, and retailing 
— tends to reduce T, or, more accurately, to diminish 
the increase of T by decreasing the number of times 
an article is sold for money before it reaches its ultimate 
consumer. 

The development of speculation in commodities and 
securities in the great trading and financial centers also 
tends to increase T, by increasing the number of times 
that these things are bought and sold. Such speculative 
activities do not, however, require the use of a pro- 
portionately great amount of money, for most organized 
commodity and stock exchanges operate “clearing 
systems” that enable professional speculators to “clear” 
purchases and sales against each other and to pay in 
money only relatively small net balances. For example, 
suppose that a speculator should sell $500,000 worth of 
securities and should purchase $550,000 worth of 
securities through an organized stock exchange on a 
given day. He would not collect $500,000 in money 
and pa^ out $550,000 in money; instead, he would 
merely pay the balance of $50,000. In effect, he would 
barter securities for securities, except for the small 
amount paid for with money. The same type of clear- 
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ing occurs between the brokers and dealers who are 
members of organized commodity and stock exchanges. 

Despite vertical combinations in industry and the 
development of more efficient clearing systems in 
connection with organized stock and commodity mar- 
kets, T is almost certain to show an upward secular 
trend. 

CYCLICAL FLUCTUATION OF T 

The physical volume of trade undergoes frequent, 
and sometimes wide, cyclical fluctuations; it increases 
in periods of recovery and prosperity, and it decreases 
in periods of recession and depression. These short- 
run cyclical fluctuations are largely traceable to varia- 
tions in the volume of production and in the amount 
of commodity and security speculation. 

In periods of recovery and prosperity, when business 
profits are rising, employers increase the number of 
men employed, they utilize existing plant capacity 
more fully, and they make large additions to produc- 
tive capacity. As a result, the volume of goods and 
services to be sold for money increases. At the same 
time, speculation in commodities and securities rises. 
All these developments increase T. 

In periods of recession and depression, on the other 
hand, business profits fall, employers discharge work- 
ers, they utilize existing plants less fully, and they make 
fewer additions to plant capacity. As a result, the vol- 
ume of production declines. At the same time, specula- 
tive activity in commodities and securities usually de- 
clines. All these developments decrease T. 
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In all periods of the cycle, however, changes in the 
physical volume of trade lag behind changes in the 
amount of money offered for goods, services, and se- 
curities. In periods of recovery and prosperity, T usu- 
ally increases less rapidly than does the amount of 
money spent, especially in the latter part of the pros- 
perity period when the labor supply and plant ca- 
pacity are almost fully utilized, and the price level 
usually rises. In periods of recession and depression, T 
declines less rapidly than the volume of money ex- 
penditure, and the price level falls. 


DETERMINATION OF THE GENERAL 
PRICE LEVEL 


The behavior of each factor in the equation of ex- 
change, which may be stated either as MF = PT or as 
MV 

-Y~ = P> has been described. It is the purpose of this 

section to show the interrelationships of these factors, 
and especially the relationships of the other factors 
to the general price level, P. 

Secular Trends. Over a long period of years, T, the 
physical volume of things exchanged for money in each 
period, shows a pronounced upward trend. This is 
especially true for the United States, owing largely 
to the growth of population, new inventions, greater 
speciali^tion, and increased speculation in commodi- 
ties and securities. When this increase of T is not ac- 
companied by a corresponding increase of the volume 
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of money offered for goods, services, and securities, 
the general price level shows a downward secular 
trend. The velocity of circulation of money also shows 
a slight upward trend, owing to the general long-run 
tendency to hold more goods and securities and less 
money as a store of value, to the greater frequency of 
wage payments, and to the greater speed of transpor- 
tation and communication. But this upward trend of 
the velocity of circulation is usually not nearly as 
pronounced as the upward trend of T. Therefore, it 
cannot by itself increase the amount of money expendi- 
ture sufficiently to prevent the general level of prices 
from showing a downward secular trend. If this down- 
ward trend of prices is not to occur, the quantity of 
money, M, must be increased enough so that its in- 
crease, together with the increase of V, will be as great 
as the secular rise of T. But if the combined increase 
of the quantity of money and of V is greater than the 
increase of T, the general price level will show an 
upward secular trend. 

Cyclical Fluctuations. During the various phases of 
the business cycles, all the factors in the equation of 
exchange fluctuate, though some change more than 
others. In periods of prosperity, the quantity of money, 
especially the quantity of demand deposits, usually 
increases. The velocity' of circulation of money also 
rises, as people hold less money as a store of value to 
meet contingencies and as they attempt to get rid of 
money before its purchasing power declines. Both the 
rise of M and the rise of F increase the volume of money 
expenditures. At the same time, T rises as business 
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profits increase and as commodity and security specula- 
lation grows. But the rise of T is not likely to be as 
great as the combined rise of MV, so that the general 
price level is likely to rise. In fact, the rise of T is some- 
times not as great as the rise of V, so that in periods of 
prosperity the general price level sometimes rises more 
than does the quantity of money. 

In periods of recession and depression, all the fac- 
tors in the equation of exchange fall. The quantity 
of money, and especially the quantity of demand de- 
posits, decreases. V also declines, usually more than 
does the quantity of money, as people spend money 
less rapidly. T declines as business profits decline and 
as speculative activity subsides, but the decline of T 
is not as great as the decline of money expenditures 
traceable to the combined fall of M and F. Under 
these conditions, the general price level declines, often 
by a greater percentage than the decline of M. 



CHAPTER X 


The International Gold 
Standard 


The discussion so far has considered money from the 
point of view of a single country. The present chap- 
ter will be concerned largely with international mone- 
tary relationships. The first part will describe the 
essential characteristics of the gold standard; the second 
will deal with the international aspects of the gold 
standard. 


- VARIOUS FORMS OF THE GOLD 
STANDARD 


The international gold standard is not an old in- 
stitution. Before the latter part of the nineteenth cen- 
tury most of the countries of the world were on either 
a silver standard or a bimetallic standard. Under the 
latter, the monetary system was based upon both gold 
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and silver. Great Britain took the lead in establishing 
the gold standard in 1817. By the end of the nineteenth 
century her lead had been followed by most of the 
important countries of the world, and the gold stand- 
ard then became truly an international standard. The 
record of the gold standard since 1914 has been a 
checkered one. It was almost universally abandoned 
during the First World War. By 1928 it was again in 
operation in a modified form in most countries, but the 
depression following 1929 brought about a new wave of 
defections from it. The Second World War and its 
economic dislocations would doubtless have forced 
most countries off the gold standard if they had not al- 
ready abandoned it as a result of the depression. In the 
circumstances there is little reason to believe that the 
gold standard will ever regain the supremacy it enjoyed 
in the late nineteenth and early twentieth centuries. An 
understanding of the characteristics of the gold stand- 
ard and of the manner in which it operated during its 
heyday is, nevertheless, essential to the comprehension 
of many of the controversies over monetary policy. 

Characteristics of the Gold Standard. There are three 
essential characteristics of the gold standard: 

(1) The value of the standard monetary unit must be kept 
equal to (or on a parity with) the value of a defined weight 
of gold. This is accomplished by providing for a ready 
conversion of gold into money and of money into gold at 
a fixed price. 

( 2 ) AH types of money in the country must be kept on 
a parity with gold. This is accomplished by maintaining 
free interconvertibility between gold and all types of money 
in the country. 
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(3) There must be free import and free export of goldd 
When this is the case, a country’s monetary unit has vir- 
tually a fixed value in terms of the monetary units of other 
countries on the gold standard. 

THE GOLD-COIN STANDARD 

The type of gold standard most common before the 
First World War was the gold-coin standard. In many 
countries, as in the United States, very little gold coin 
was actually used for hand-to-hand circulation. The es- 
sential point, however, was that it could be used if peo- 
ple desired it. Under this standard, the mint stood ready 
to buy and to sell gold at a fixed price. Thus in the 
United States before 1933, the mint would issue one 
dollar in coin or gold certificates for every 23.22 grains 
of fine gold brought to it; or, what is the same thing, 
it would buy all gold offered to it at $20.67 per fine 
ounce and would issue coins or gold certificates in pay- 
ment. It would also pay out 23.22 grains of fine gold 
for every dollar paid in to it. As a result of this two- 
way convertibility, the monetary value or purchasing 
power of the dollar was kept equal to the market 
value of the gold bullion contained in the dollar. Gold 
coins were full-bodied money.* 

Under the gold standard all other types of money 

1 Some economists would add a fourth characteristic for the “auto- 
matic” gold standard; namely, under the automatic gold standard reserve 
requirements must be fixed by either law or custom so that, except for 
seasonal or emergency fluctuations, the total quantity of money will tend to 
vary proportionately with the amount of monetary gold stocks. Under the 
so-called “managed” gold standard, this fixed ratio between monetary 
gold stocks and the total quantity of money may not be maintained. How- 
ever, as long as the monetary unit and a fixed amount of gold are kept at a 
parity with one another, most economists would agree that a gold standard 
exists. 

- Cf. Chapter II, pp. 39-41. 
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in circulation in the country must be kept on a parity 
with gold. This is usually accomplished by providing 
for two-way convertibility of gold into other money 
and of other money into gold. In the United States 
under the gold-coin standard, other types of cash 
could not depreciate in terms of gold, for the Treasury 
would always redeem them at par in gold. And they 
could not appreciate in terms of gold, for the Treasury 
would always give gold for other types of money. De- 
mand deposits could not depreciate in terms of gold, 
for in order to remain solvent the commercial banks 
had to stand ready to convert their deposits into legal 
tender money, which, in turn, was converted into 
gold. 

Export and Import of Gold. It is also essential to 
the operation of the gold-coin standard that gold be 
freely imported and exported. If this is permitted, the 
price levels in all gold-standard countries must be ap- 
proximately equal. Discrepancies will be corrected by 
international gold flows. If free import and export are 
not permitted, these discrepancies cannot be corrected 
and price levels of different countries may deviate 
widely from each other. This matter will be discussed 
more fully when the nature and effects of interna- 
tional gold flows are considered. 

THE GOLD-BULLION STANDARD 

The gold-bullion standard has come into prominence 
since tjj^e First World War. Under it, gold coin is not 
used in liand-to-hand circulation, but the currency is 
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nevertheless maintained at a parity with gold, for all the 
essential characteristics of the gold standard are present. 
The government or its agents buys and sells gold at a 
fixed price and permits the free import and export of 
gold.^ But the gold that the government will sell for cur- 
rency is in the form of gold bars, which are usually of 
substantial size and value. For example, under the gold- 
bullion standard of the United Kingdom from 1925 
to 1931, Bank of England notes were redeemed in gold 
bars weighing 400 ounces and worth about $8000. 
Since other kinds of currency could be converted into 
Bank of England notes at face value, this was sufficient 
to maintain the parity in value between the various 
kinds of currency and the gold content of the pound. 

The essential purpose of the gold-bullion standard, 
as contrasted with a gold-coin standard, is to “econo- 
mize” on the use of gold. Thus, after the war, Eng- 
land did not have enough gold to permit its use for 
hand-to-hand circulation. But if gold was impounded 
in the central bank and used exclusively as a reserve, a 
given amount of monetary gold would support a 
much larger volume of money. The gold-bullion stand- 
ard is also supposed to prevent the hoarding of gold 
in small and scattered amounts. However, when France 
had a gold-bullion standard, the French people found 
it possible to circumvent this by clubbing together in 
groups to purchase gold bars, which were then sub- 
divided according to the contribution of each individual 
toward the purchase price. 

3 See Chapter VI, page 112, for a description of the gold-bullion 
standard in the United States. 
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THE GOLD-EXCHANGE STANDARD 

The gold-exchange standard is also essentially a de- 
vice for economizing on the use of monetary gold. 
Under this type of standard, a country does not itself 
hold gold reserves with which to redeem its money. 
Instead, it keeps its money convertible, at a fixed rate, 
into bank deposits that are held in some other coun- 
try maintaining a gold-coin or a gold-bullion stand- 
ard. The gold-exchange-standard country redeems its 
money at a fixed rate in drafts on these deposits. It 
also issues money at a fixed rate in exchange for de- 
posits in the country where the “reserve” is maintained. 
Since the money of the country on the gold-exchange 
standard is convertible into deposits that, in turn, are 
convertible into gold, the value of the money is fixed 
in terms of gold. 

For example, the Philippine Islands operated a gold- 
standard system in which monetary reserves consisted 
for the most part of deposits in commercial banks in 
the United States. The monetary circulation of the 
Islands, aside from a limited amount of bank notes, 
consisted of silver token coins and of representative 
silver certificates. This currency was maintained at a 
parity with gold by free redemption in drafts, or “gold 
exchange”, that is, in claims on deposits in American 
banks. Anyone who presented Philippine currency in 
sums of not less than a certain minimum could pur- 
chase ffbm the Philippine Treasury, at a fixed rate of 
two Philippine pesos to the dollar, drafts on the Treas- 
ury’s deposits in the United States. Conversely, the 
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Philippine Government would pay out at the fixed rate 
of two pesos for every dollar so deposited silver pesos 
or silver certificates in Manila in exchange for de- 
posits to its credit in New York. The only charge for 
these drafts was a small premium which represented the 
costs that would have been incurred had gold actually 
been shipped in place of using drafts or gold exchange. 
Before the United States devalued the dollar, this 
system operated in such a manner as to keep the peso 
at a parity with 12.9 grains of gold, .900 fine, or pre- 
cisely half the American gold dollar. Since the devalua- 
tion of the dollar, the peso has been maintained at a 
parity with half the gold content of the dollar as de- 
valued, that is, half of 15 5/ 21 grains of gold, .900 fine. 

The principal advantage of a gold-exchange stand- 
ard is that it enables a country to use inexpensive paper 
or token money for domestic payments and yet to 
keep this money at a fixed value in terms of gold. 
It need not hold any large and expensive gold reserve, 
and it usually receives interest on its deposits held 
abroad. 

It is evident that the gold-exchange standard is a 
true gold standard so long as there is free inter- 
convertibility between money and gold, even though 
gold exchange is the intermediary step between gold 
and money. It is necessary, however, for the country 
in which the bank deposits are held to maintain a gold 
standard with free import and free export of gold, 
otherwise there would not be free interconvertibility of 
money and gold. When the United States temporarily 
abandoned the gold standard in 1933 the Philippine 
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monetary system was automatically shifted from a gold- 
exchange to a dollar-exchange standard. It may be 
noted that the Philippine currency system is a pure 
gold-exchange standard; that is, the only form of re- 
demption is in gold exchange. Many countries, how- 
ever, have operated qualified gold-exchange stand- 
ards, in which redemption may be in gold exchange 
or gold bullion, at the option of the treasury or central 
bank, or at the option of those wishing to convert 
money into gold. 

THE GOLD STANDARD AN INTER- 
NATIONAL STANDARD 

As a result of these various arrangements whereby 
each of a number of countries maintains its money at 
a parity in value with a fixed amount of gold in a 
free gold market, the price levels of gold-standard 
countries are held in equilibrium with one another; 
that is, in all gold-standard countries the prices of 
internationally traded goods, making due allowances 
for transportation costs and tariffs, tend to be nearly 
the same. This follows because of the fact that the 
various monetary units are freely convertible into a 
fixed amount of gold, and that gold is allowed to flow 
from country to country seeking the best market. 
Moreover, from the gold-standard system it follows 
that exchange-rate fluctuations between gold-standard 
countries are held to very narrow limits. But before 
discussihg this matter at length, it is necessary to in- 
quire into the nature of foreign exchange and foreign- 
exchange rates. 
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FOREIGN EXCHANGE 


Despite wars, depressions and increased governmental 
regulation of international economic relations, inter- 
national commercial and financial transactions still 
amount to billions of dollars every year. Residents of the 
United States must pay to persons in foreign countries 
great sums to cover the costs of goods, services, and 
securities purchased abroad, to repay loans, and for 
other purposes. Since foreigners usually wish to be 
paid in their own moneys rather than in dollars, the 
residents of the United States must purchase foreign 
moneys with dollars. Similarly, foreigners must make 
large payments to residents of the United States to cover 
the cost of goods, services, and securities purchased here, 
to repay loans, and so forth. Since residents of the 
United States require payments in dollars, the foreign- 
ers must purchase dollars with their respective moneys. 

These exchanges of the money of one country for 
the money of another, or more accurately, the exchange 
of claims against the money of one country for claims 
against the money of another, are called foreign- 
exchange transactions. The market in which these ex- 
changes of moneys, or of claims against moneys, occur 
is called the foreign-exchange market. And in any one 
country, the moneys of other countries — or claims 
against the moneys of other countries — are popularly 
referred to as foreign exchange. To designate claims on 
the money of a particular country, the word “ex- 
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change” preceded by the name of the country’s mone- 
tary unit is used. Thus, claims on the money of France 
are “franc exchange”; claims on the money of Ger- 
many are “mark exchange”; and claims on the money 
of England are “sterling exchange” (from pound 
sterling). 

THE FOREIGN-EXCHANGE MECHANISM 

If all countries were on the gold standard, it would 
be possible to make all international payments by ship- 
ping gold back and forth between individuals and 
enterprises. This, however, would not only be cum- 
bersome and expensive, but it would lead to the anoma- 
lous situation of liners carrying gold destined for Europe 
passing in mid-ocean liners carrying gold destined for 
the United States. Much of the monetary gold of the 
world which now reposes snugly in vaults would be 
treated to frequent and somewhat pointless ocean voy- 
ages. 

By the use of foreign exchange, debts between resi- 
dents of different countries are canceled, or offset, and 
most international payments are effected without the 
cumbersome and expensive shipment of precious metals. 
Just as payments in domestic transactions are usually 
made by checks, payments in international transac- 
tions are usually made by drafts, or bills of exchange.* 
The foreign-exchange mechanism permits the Amer- 
icans owing payments to foreigners to pay the Ameri- 
cans whcrare owed by foreigners. Conversely, of course, 

^For a description of drafts, or bills of exchange, see Chapter III, 
page 62. 
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this same mechanism permits foreigners who have 
claims against Americans to be paid by those foreigners 
against whom Americans have claims. This is illus- 
trated in Figure Gold is shipped only to pay debts 
which cannot be canceled or offset against other debts. 


Americans owing Foreigners 

1 dollars | 

* vy ~ — ' 

Americans owed Foreigners 


Foreigners owed by Americans 

f , — - 

foretqn money 
"" " ■ f ; ' 

Foreigners owing Americans 


Figure A 

Payment made by foreign exchange 


The following section describes verbally how bills 
of exchange are used to effect international payments. 
The same thing is shown graphically in Figure B. 

FINANCING AMERICAN EXPORTS AND 
IMPORTS BY STERLING DRAFTS 

It is assumed that the payments in the import and 
export transactions described below are effected by 
means of sterling bills of exchange. These are called 
sterling bills because they are drawn in English money, 
or pounds sterling. Dollar bills of exchange might have 
been used and drafts of a somewhat different type 
might have been employed, but the fundamental prin- 
ciples would be the same. 

Suppose that an American exporter ships cotton to 
an English textile mill and has agreed in advance to ob- 
tain payment by drawing a draft or bill of exchange 

® C/. Griffin, C. E., Principles of Foreign Trade (i934)» Chapter V. 
Figure B is taken from the same source. 
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on the millowner who, in turn, has agreed to accept 
and pay the draft. It is usually customary to make such 
a draft a “time draft” payable from thirty to ninety days 
after presentation to the drawee, in this case the mill- 
owner. The American exporter, of course, is the drawer 
of the draft. Suppose that the draft is a sixty-day draft. 



Figure B 

Payment for commodity imports and exports by the use 
OF sterling bills of exchange 


The American exporter will draw a draft in pounds 
sterling sufficient in amount to cover the price of the 
cotton, which is usually agreed on in advance. He then 
takes the draft, with the bill of lading, which gives 
title t(j,,the goods, and certain other documents, such 
as an insurance certificate, to an American bank where 
he is known. 

The American bank to which the drawer of the 







GOLD STANDARD 


191 

draft, the American exporter, takes the draft and ac- 
companying documents will discount the draft in the 
same way that it would discount a promissory note for 
a customer. That is, since the draft will not be paid 
until sixty days after acceptance, it represents a future 
sum of money, and the bank will therefore deduct an 
interest charge in advance when buying it. The bank 
will then pay the drawer of the draft either in cash 
or by crediting his deposit account if he is a depositor 
of the bank. The bank thereby acquires a claim to a 
future sum of money in pounds sterling, and the Amer- 
ican exporter has realized immediate payment in dol- 
lars for the cotton that he has sold, and which is now 
on its way to England. 

The American bank now forwards the draft and 
accompanying documents to a correspondent bank in 
England. This bank presents the draft to the Eng- 
lish millowner who accepts it, or agrees to pay it 
sixty days after the day it is presented to him for 
acceptance. The draft thus becomes a “trade accep- 
tance.” After he has accepted the draft, the millowner 
is given the documents that give him legal title to the 
cotton. 

The American bank will have directed its English 
correspondent bank to do one of two things: either to 
hold the draft to maturity, at which time it will be 
paid in full in pounds sterling when presented to the 
millowner, and these funds will be deposited to the 
credit of the American bank in the correspondent bank ; 
or the American bank can build up its deposit account 
with its correspondent bank at once by directing the 
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correspondent bank to sell the draft in the English dis- 
count market to any of the numerous buyers who make 
a business of buying short-term paper at a discount 
and of holding it to maturity. If the second course is 
adopted, the American bank loses the interest it would 
otherwise earn, but by foregoing this interest it can 
obtain the advantage of having its sterling balance 
built up at once. 

Assume that the second alternative is selected. The 
American bank is then in a position to recoup its dol- 
lar position by selling a banker’s draft to some Ameri- 
can importer who wishes to make a sterling remittance 
to an English exporter who has sent him goods. Such 
an American importer would come to the American 
bank and ask for a sterling draft. The American bank 
would sell him a draft drawn on its English corre- 
spondent bank. This draft the American importer 
would mail to the English exporter, who would pre- 
sent the draft to the English bank which, in turn, 
would pay it out of the proceeds of the trade accept- 
ance. 

In effect, therefore, the importers in a particular 
country who have made purchases abroad pay the ex- 
porters in that country who have sold goods abroad. In 
the United States there is, as shown in Figure B, a 
stream of money payments in dollars flowing from 
American importers to American banks and thence 
to American exporters. Similarly, in England there 
is a stream of money payments flowing from English 
importers to English banks and thence to English ex- 
porters. These payments need not be in cash; all pay- 



GOLD STANDARD 193 

ments might be made through the transfer of demand 
deposits. 

The Foreign-Exchange Mar\et. The foreign-ex- 
change market is simply a market maintained by dealers 
in foreign exchange, many of which are banking insti- 
tutions, in which bills of exchange are bought and sold. 
In a large financial center such as New York, there are 
many exporters and other individuals who receive drafts 
on foreign individuals or enterprises, and who thus have 
claims to foreign currencies which they wish to sell 
for dollars. The chief purchasers are foreign-exchange 
dealers, mainly large New York banks, who wish to 
build up their foreign balances, and who are willing to 
pay dollars in order to do so. They purchase the bills of 
exchange offered for sale, and use them to establish de- 
posits in foreign banks against which they can sell drafts 
to American importers and others who have to make 
payments abroad. Conversely, in foreign financial cen- 
ters, such as London, foreign-exchange dealers will be 
buying “dollar exchange” arising from transactions 
such as exports to the United States and will be selling 
drafts drawn on their dollar balances to those who must 
pay dollars to people in the United States. 

The Rate of Exchange. The prices that these dealers 
establish in their transactions are known as exchange 
rates. Thus, an exchange rate is simply the price in one 
money of a draft payable in a foreign country in the 
money of that country. In London, the “dollar exchange 
rate” is merely the price of dollars expressed in terms 
of pounds sterling. In New York, the “sterling exchange 
rate” is the price of sterling exchange expressed in terms 
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of dollars. Strictly speaking, there is no one exchange 
rate on a given country, but rather a number of rates 
applying to drafts of different kinds and of different 
maturities. Since, however, all these various exchange 
rates tend to rise and fall together, although at a given 
time there may be a spread between them, it is cus- 
tomary to abstract from these minor qualifications and 
simply to speak of the exchange rate on a given country. 

Demand for and Supply of Foreign Exchange. The 
exchange rate in this country on a foreign country de- 
pends upon the amount of dollars offered against 
foreign money and, reciprocally, upon the amount of 
foreign money offered in the market against dollars. 
For example, if sterling exchange is offered in abun- 
dance by American exporters, while at the same time 
little sterling is being demanded by American im- 
porters, sterling will tend to fall relative to the dollar. 
Here is a typical demand and supply situation. The next 
question is, what are the factors determining supply 
and demand ? 

Any international transaction that gives a resident of 
this country a claim to current payment from a resident 
of a foreign country increases the supply of foreign 
money offered against dollars. Or, what is the same 
thing, it increases the demand for dollars. These trans- 
actions are called credits in this country’s balance of 
international payments. Transactions of this type are 

1. Commodity exports, including gold and silver. 

2. Sales 'of securities to residents of foreign countries, 
and short-term borrowings by Americans from residents 
of foreign countries. 
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3. Repayment by foreigners of long- or short-term loans 
that Americans have previously made. 

4. Interest and dividends paid by residents of foreign 
countries to Americans. 

5. Tourist expenditures by foreigners in the United 
States. 

6. Shipping and insurance services performed by Ameri- 
cans for residents of foreign countries. 

7. Remittances by foreigners to friends, relatives, or 
charitable and educational organizations in the United 
States. 

Commodity exports are clearly credits in this coun- 
try’s balance of payments, for foreigners must demand 
dollar bills of exchange to pay for them. Since gold and 
silver are commodities in international trade, exports of 
them are also credits, and foreigners must buy dollar 
bills of exchange to pay for them. Likewise, when resi- 
dents of a foreign country purchase securities from resi- 
dents of the United States, repay loans here, make in- 
terest and dividend payments here, travel here, buy 
American services of any kind, or make any other sort 
of remittance to this country, they must demand dollar 
bills of exchange with which to make payments. It must 
be noted that borrowing by Americans from foreigners 
is a credit in our balance of payments in the period in 
which the borrowing occurs, for it gives Americans 
current claims against foreigners; the foreigners must 
transfer to this country the funds loaned. 

Any irtfernational transaction that gives a resident of 
a foreign country a claim to current payment from a 
resident of the United States increases the supply of dol- 
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lars offered against foreign moneys. Or, to put it in an- 
other way, it increases the demand in this country for 
foreign exchange. These transactions are called debits 
in this country’s balance of international payments. 
Transactions of this type are 

1. Commodity imports, including gold and silver. 

2. Purchases of securities' from residents of foreign coun- 
tries, and short-term borrowings by foreigners from resi- 
dents of the United States. 

3. Repayment by Americans of long- or short-term loans 
which foreigners have previously made. 

4. Interest and dividends paid by Americans to residents 
of foreign countries. 

5. Tourist expenditures by Americans in foreign coun- 
tries. 

6. Shipping and insurance services performed by foreign- 
ers for residents of the United States. 

7. Remittances by Americans to friends, relatives, or 
charitable and educational organizations in foreign coun- 
tries. 

The import of any type of commodity to this country, 
including gold and silver, is a debit in our balance of 
payments, for residents of this country must demand 
foreign exchange to effect payment. Similarly, when 
Americans purchase securities abroad, lend abroad, re- 
pay loans to foreigners, make interest and dividend 
payments to foreigners, travel abroad, purchase any 
type of service abroad, or make any other sort of remit- 
tance abroad, they must demand foreign exch^ge with 
which to make payment. It is to be noted that lending 
to foreigners by Americans is a debit in our balance of 
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payments in the period in which it occurs, for Amer- 
icans must demand foreign exchange in order to trans- 
fer the funds loaned. 

THE BALANCE OF PAYMENTS 

The balance of payments of a country is a statistical 
estimate of its international economic transactions dur- 
ing a stated period of time, usually a year. The balance 
of payments of the United States in 1936 is shown on 
page 198.® 

The first column of figures (credits) summarizes the 
payments made from abroad to residents of the United 
States on various accounts in 1936. The second column 
(debits) shows the payments from residents of the 
United States to foreigners during the same period. 

“Merchandise and service items” should be self-ex- 
planatory. The next item, “gold and silver”, could be 
included under “merchandise”, but it is shown sep- 
arately because of its monetary significance. Americans 
imported 1,327 million dollars worth of gold and silver 
in 1936, as is shown in the debit column; and they ex- 
ported or “earmarked” for foreign account only 117 
million dollars worth of these metals, as is shown in 
the credit column. 

“Capital items” require some explanation. The credit 
of 3,475 million dollars under the head of long-term 
capital represents an import of capital, that is, an im- 
port of capital funds. This occurred through the sales 

® The Balance of International Payments of the United States in 
fgj 6 , United States Department of Commerce, Bureau of Foreign and 
Domestic Commerce (1937), p. 2 
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UNITED STATES BALANCE OF PAYMENTS FOR 1936 
(In Millions of Dollars) 


Item 

Matured 
American 
Claims to 
Payment by 
Foreigners 
(Credits) 

Matured 
Foreign 
Claims to 
Payment by 
Americans 
(Debits) 

Net 

Debits (— ) 
or 

Credits (-f-) 

Merchandise and Service Items 




Merchandise 

1,511 

i.463 

+ 59 

Freight and shipping .... 

68 

119 

— 61 

Tourist expenditures .... 


497 

~ 372 - 

Immigrant remittances . . . 

5 

115 

— no 

Charitable contributions . . . 


31 

— 31 

Interest and dividends .... 

568 

138 

+ 330 

Total trade and service items 

3,188 

3 >474 

- 186 

Gold and Silver 




Gold 

114* 

1,144 

- 1,030 

Silver 

3 


— 180 

Total gold and silver items . 


i> 32.7 

— 1,110 

Capital Items 




Long-term 

Net short-term capital movement 
Balance on capital account . . 

3>475 

^>717 

+ 758 
+ 39 >- 

4- 1,150 

Omissions and Unrecorded Items 



— 146 


• Includes 86 million dollars of gold “earmarked” for foreign accounts 
but not physically exported. 


of stocks and bonds by residents of the United States to 
foreigners. It is to be noted that the import of capital 
funds is a credit, whereas an import of commodities is 
a debit. Confusion may be avoided by thinking of cap- 
ital imports as an export of securities, which is clearly a 
credit. The debit item of 2,717 million dollars under 
this head represents an export of capited from the United 
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States, that is, an export of capital funds. This occurred 
through the purchases of stocks and bonds by Amer- 
icans from foreigners. 

In some ways, short-term capital movements are 
analogous to long-term capital movements. Imports of 
short-term capital funds are credits, for these funds are 
transferred to the United States by the purchase of 
dollar bills of exchange. Exports of short-term capital 
funds are debits, for these funds are transferred abroad 
by the purchase of foreign exchange. The 392 million 
dollars net credit under this head in 1936 indicates that 
the import of short-term capital funds by the United 
States exceeded by that amount its export of these funds. 


EQUILIBRIUM IN THE BALANCE OF 
PAYMENTS 


If statistics were complete and entirely accurate, it 
would be found that total debits and credits in. the 
balance of payments were always equal. This is some- 
times stated as: “Total exports, visible and invisible, 
must equal total imports, visible and invisible.” By 
visible items are meant commodities and specie, and by 
invisible items are meant services and capital move- 
ments. At all times total debits and credits must be 
equal; this fact is known as the equation of inter- 
national exchange. When, under gold-standard con- 
ditions, debits and credits in the balance of payments 
are kept equal without the shipment of gold, the balance 
of payments is said to be in equilibrium. This is because 
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under gold-standard conditions economic forces are con- 
stantly at work that, if allowed to operate, will halt 
either a continuous inflow or a continuous outflow of 
gold. Hence the only condition that could be main- 
tained indefinitely is one in which debits are maintained 
at an equivalence with credits without the shipment of 
gold. This, of course, does not apply to countries that 
normally produce gold greatly in excess of domestic 
consumption. Insofar as other gold-standard countries 
are concerned, however, economic forces are constantly 
at work to bring about an adjustment of prices that will 
halt any long-continued inflow or outflow of gold, and 
thus will keep debits and credits equal without gold 
shipments. This equilibrium may never be exactly at- 
tained, or if attained, it may not be long sustained ; but 
economic forces are constantly working in this direc- 
tion. The theory of the gold standard is that deviations 
from equilibrium in the balance of payments tend to be 
self-correcting. 

THE EFFECTS OF GOLD FLOWS 

The foregoing concept of equilibrium in the balance 
of payments may be illustrated by a brief description 
of the effects of gold flows in gold-standard countries. 
In the illustration that is to follow an automatic gold 
standard of the pre-1914 type will be assumed; that is, 
a gold standard in which the quantity of money in 
circulation is allowed to respond quickly and propor- 
tionately to outflows and inflows of gold. To simplify 
the illustration, assume that both the United States 
and England are on a gold standard of the pre-1914 type. 
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and that their foreign trade is exclusively with one 
another. Assume further that the balance of payments is 
in equilibrium, that is, that debits and credits are 
equivalent without any movement of gold. 

This condition would also involve equilibrium in 
the price levels of the two countries. The price levels 
need not be identical in terms of gold; prices of some 
nontransportable goods might be much higher in 
England, and others might be much higher in the 
United States. But the prices of internationally traded 
goods would be about the same in terms of gold in 
both countries, except for minor differences traceable 
largely to transportation costs. An equilibrium in price 
levels would exist when these prices were such as to 
bring about a ratio of exports to imports that would 
maintain the equivalence of debits and credits without 
any shipment of gold. 

An equilibrium of this type might be destroyed by 
any of a number of changes in underlying conditions. 
Thus one of the countries might begin a credit infla- 
tion or deflation that would cause a change in prices 
which, in turn, would affect commodity exports and 
imports. Or there might be a serious crop failure in the 
United States that would reduce exports from that 
country. If a serious disequilibrium arose from changes 
such as these, a considerable gold flow might be neces- 
sary to restore equilibrium again. 

Suppose that the condition of equilibrium were de- 
stroyed by a failure of the cotton crop in the United 
States. This would cause a rapid decline in exports 
from the United States and, in consequence, there would 
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not be such a large supply, in the foreign-exchange 
markets, of sterling drafts offered for sale by American 
exporters. Suppose, however, that there was no im- 
mediate reduction in American imports from England, 
and hence no reduction in the demand for sterling 
drafts with which to pay English exporters. 

Par of Exchange. Since there had been a decrease in 
the supply of sterling drafts, and no decrease in de- 
mand, the price of sterling, that is, the exchange rate 
on England, would rise. But under gold-standard con- 
ditions there is a more or less fixed point beyond which 
the price of sterling cannot ordinarily rise. Before the 
First World War the dollar contained 23.22 grains of 
fine gold, and the pound 113 grains. Therefore, the par 
of exchange or the mint par between the two moneys 

was ^^=4-8665, or £1 = $4.8665. 

So long as the gold standard was maintained, the price 
of a pound sterling in terms of the dollar could not 
vary much from the mint par. If the sterling exchange 
rate rose to about $4.8865 it became profitable for Amer- 
ican exchange dealers to ship gold to London, convert 
it into pounds, and sell drafts on the balances built up 
in this manner. The chief expenses involved in this 
transaction were the costs of packing, shipping, in- 
surance, and interest lost on gold in transit. Al- 
though these expenses varied somewhat from time to 
time, they were relatively small, usually about two cents 
for the weight of gold contained in a pound sterling. 

Just as the price of pounds in terms of dollars could 
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not rise much above $4.8865, it could not fall much be- 
low $4.8465, because in the latter event it would be 
profitable for English banks to ship gold to America 
and to sell dollars on the balances thus established. 

Gold-Import and Gold-Export Points. When the ex- 
change rate on England rose to about $4.8865 it was 
said to be at our gold-export point, because at this point 
it was profitable for American banks to ship gold to 
London. Conversely, when the exchange rate on Eng- 
land fell to about $4.8465 it was said to be at our gold- 
import point, because it would be profitable for Eng- 
lish banks to ship gold to the United States. The profit 
that could be made from shipping gold at the gold- 
export point meant that an almost unlimited supply 
of sterling exchange became available at that point. 
Conversely, an almost unlimited supply of dollar ex- 
change became available at the gold-import point. 
The supply of sterling exchange in the first instance 
was limited only by the size of the American gold re- 
serve, and the supply of dollars in the second instance 
was limited only by the size of the English gold re- 
serve. So long as the gold standard was maintained 
with its free convertibility of money and gold at a fixed 
rate, and with its free export and free import of gold, 
the exchange rate was held within the relatively narrow 
limits of the gold points. 

Gold Flows and Readjustment. It has been necessary 
to digress from the discussion of the effects of inter- 
national gold flows in order to explain the gold points. 
It was assumed earlier that, owing to a decrease in the 
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supply of sterling exchange without a decrease in the 
demand for it, the sterling exchange rate, or the ex- 
change value of sterling, rose. Suppose that the dis- 
equilibrium was sufficiently severe to cause a substantial 
outflow of gold from the United States as the gold- 
export point was reached. What would prevent this 
gold flow from the United States to England from go- 
ing on indefinitely ? The answer is that the loss of gold 
by the United States, and the acquisition of additional 
gold by England, would soon adjust prices in the two 
countries in such a manner as to restore equilibrium in 
the balance of payments and in the relative price levels 
of the two countries. 

As gold flowed out of the United States, the monetary 
gold stock of the country would be decreased. This 
would reduce bank reserves and lead to a decline of 
demand deposits, of money incomes, and of prices. Con- 
versely, the flow of gold into England would increase 
the amount of bank reserves there, would lead to a credit 
expansion, and would increase the amount of money in 
circulation. This would tend to increase prices and 
money incomes in England. The rise of prices in Eng- 
land would mean that it would become cheaper for the 
English to purchase from the United States where prices 
were now relatively low goods which previously it was 
unprofitable to import. Conversely, since prices were 
relatively high in England, it would now be unprofit- 
able for people in the United States to import some 
goods which formerly had been cheaper in England 
than at home. 

As a result of these changes, commodity exports from 
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the United States would tend to increase, and com- 
modity imports to decrease. This shift in the ratio of 
commodity exports to imports in the United States 
would tend to increase the supply of sterling exchange 
relative to the demand for it. As American exports 
increased, the supply of sterling that American ex- 
porters would offer to exchange dealers would be 
increased, while, at the same time, the demand for 
sterling would decrease as imports into the United 
States declined. As soon as this change in demand and 
supply had been sufficient to force the exchange rate 
below the gold export point, the export of gold would 
no longer be profitable. Again there would be a con- 
dition of equilibrium in which the relative price levels 
of the two countries would be so adjusted that total 
debits and credits would be equalized without the neces- 
sity for further shipment of gold. 

Although the preceding illustration has postulated 
a temporary decrease in exports from the United States 
as a cause of disequilibrium in the balance of payments 
and in price levels, disequilibrium might also be caused 
by a change in any other items in the balance of pay- 
ments such as a large capital movement, a sudden 
decline in tourist expenditures, or the like. Moreover, 
the disequilibrium, as has been suggested, might arise 
from monetary or credit changes in one of the coun- 
tries, such as an overexpansion of bank credit that 
would increase prices and consequently reduce ex- 
ports relative to imports. But whatever the source of 
disequilibrium, under gold-standard conditions it would 
be corrected by gold flows if counter factors did not 
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intervene to effect adjustment before this became 
necessary/ 

Effect of Capital Movements. Before the First World 
War international movements of short-term capital, and 
occasionally of long-term capital, were often of im- 
portance in facilitating the maintenance of equilibrium 
in the balance of payments. This was due, in large part, 
to the fact that slight changes in interest rates would 
sometimes induce a considerable corrective movement 
of capital. Thus if England was losing gold, the Bank 
of England would usually raise its rediscount rate. 
This would usually increase market interest rates, 
and induce an inflow of short-term capital funds to take 
advantage of the higher interest rates. The inflow of 
capital would tend to reduce, or even to end, the gold 
outflow. Similarly, a rise in interest rates would tend 
to reduce security prices, and might lead to a greater 
sale of long-term securities to foreign investors at- 
tracted by the higher rates of yield. Capital movements 
of the nature just discussed were an important factor 
in restoring equilibrium in the balance of payments 
without heavy gold flows. Indeed, a movement of the 
exchange rate toward the gold export point was often 
sufficient to set adjusting forces of this kind in motion 
even before gold flows had begun. A serious disequi- 

^For simplicity in exposition the present analysis omits consideration 
of the refinements in the monetary mechanism of adjustment. It is the 
opinion of the authors that these refinements would be out of place in an 
elementary treatment of the subject. Hence there will be no consideration 
of adjustment through changes in export and import prices relative to 
domestic"^ prices, or of the possibility of effecting adjustments without 
significant price-level changes by means of the transfer of purchasing 
power from domestic persons to foreigners, or vice versa, resulting from 
international transactions. 
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librium between the price level of one gold-standard 
country and that of other gold-standard countries would, 
however, usually necessitate some movement of gold 
to effect the needed adjustments. 



CHAPTER XI 


Managed Standards 


THE GOLD STANDARD BEFORE 1914 

The preceding chapter described the functioning of 
the international gold standard of the pre-1914 or 
“automatic” type. Three principal advantages have been 
claimed for this type of international standard: (i) It 
maintained fixed exchange rates between gold-standard 
countries, (2) it provided an automatic or objective con- 
trol of the amount of money in each gold-standard 
country, and (3) it corrected automatically any dis- 
equilibrium in the international balance of payments 
of each gold-standard country. 

Stable Exchange Rates. Between the latter part of the 
last century and the First World War, most of the im- 
portant trading nations maintained some form of 
the gold standard. Consequently exchange rates be- 
tween'them were virtually fixed and could vary only 
within the narrow limits of the gold-export and the 
gold-import points. Many believe that the stability of 
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exchange rates encouraged international trade and in- 
ternational lending and borrowing transactions. Im- 
porters could predict how much it would cost them to 
buy foreign exchange with which to pay for goods pur- 
chased abroad. For example, they could be sure that 
pounds sterling would cost not more than $4.8865 or 
less than I4.8465 per unit. Likewise, exporters could 
know fairly accurately how many dollars they would 
receive for the foreign exchange given them in pay- 
ment for goods sold abroad. 

Many also maintain that stability of exchange rates 
encouraged international lending and borrowing trans- 
actions. When an international gold standard exists 
and an American lends abroad and receives in return a 
foreign debt of which both the principal and interest 
are expressed in terms of a foreign money, he is assured 
that these payments can be converted into dollars at 
virtually a fixed rate. Suppose, for example, that an 
American lent abroad $4,866,500 and received in return 
a debt of 1,000,000 yielding interest at five per cent. 
If the gold-export point for sterling was $4.8865 and 
the gold-import point was $4.8465, he could be assured 
that the annual interest payments (;C 50,000) could be 
converted into between $242,325 and $244,325. And 
when the principal was repaid, it would amount to be- 
tween $4,846,500 and $4,886,500. But if either country 
was on an inconvertible paper standard, exchange rates 
between them could fluctuate more widely. If sterling 
exchange fluctuated between $4 and $5, the annual in- 
terest payments would fluctuate between $200,000 and 
$250,000, and when the principal was repaid it would 
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be converted into any amount between $4,000,000 and 
$5,000,000, depending on the current exchange rate. 

Likewise, Americans borrowing abroad in terms of 
foreign money can know approximately how many 
dollars it will cost to make interest and principal pay- 
ments abroad as long as the international gold standard 
is in operation. They cannot know this when one or 
both of the countries involved is on an inconvertible 
paper standard. For these reasons many maintain that 
the risks of borrowing and lending abroad under the 
international gold standard are less than they are under 
inconvertible paper standards. 

Others contend, however, that stability of exchange 
rates under the gold standard have been purchased 
dearly. They agree that stable exchange rates would be 
desirable if they could be secured along with stable do- 
mestic price levels. But they declare that the inter- 
national gold standard maintains stable exchange rates 
by forcing fluctuations in price levels, and that these 
fluctuations in the price levels are more disturbing to 
international as well as to domestic transactions than 
fluctuations of exchange rates would be. 

Automatic Control of the Amount of Money. The 
necessity of maintaining an equilibrium in price levels 
and in the balance of payments imposed an objective 
control of the amount of money in circulaftion in a 
gold-standard country. If any one country should at- 
tempt to increase the total volume of its money so that 
its pri<!e-level would tend to rise above the ptice levels 
of other gold-standard countries, its imports would ex- 
ceed its exports, it would lose gold, its bank reserves 
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would decline, and it would be forced to decrease the 
volume of its money. On the other hand, if the price 
level of any one gold-standard country should tend to 
fall below the price levels of other gold-standard coun- 
tries, its exports would exceed its imports, gold would 
flow in, bank reserves would be increased, and the 
quantity of its money would rise. 

This automatic and objective control of the quantity 
of money in a gold-standard country did not bring 
about stability in that country’s price level; it merely 
forced the country’s price level to follow fluctuations 
in the price levels of other gold-standard countries, and 
these fluctuations were frequent and sometimes wide. 
Nevertheless, many people think of the automatic gold 
standard as a sort of golden ball and chain that prevents 
bankers and politicians from soaring away into the 
stratosphere of an unlimited issue of credit money in the 
form of demand deposits and government notes. These 
people admit readily that the automatic gold standard 
did not assure absolute stability in the value of money, 
but they argue that this type of gold standard main- 
tained a greater stability in the value of money than 
would be attained under an inconvertible paper stand- 
ard, managed by a central bank or by government of- 
ficials. Advocates of managed paper standards disagree 
with this contention. 

Even before the First World War, however, the gold 
standard was not entirely devoid of management. Such 
management as existed was usually undertaken by cen- 
tral banks, whose principle means of control were their 
discount, or rediscount, rates. Before that War, Eng- 
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land had the most highly developed central banking 
technique. This, together with the dominance of Lon- 
don as the trade and financial center of the world, meant 
that the Bank of England regulated to a certain extent 
the functioning of the international gold standard. 
When the Bank of England was losing gold, the dis- 
count rate was raised. This usually resulted in a rise 
in interest rates and in a contraction of bank credit and 
of the quantity of money. Contraction was allowed to 
run its course until the customary ratio was restored 
either by a reversal of the gold outflow or by the re- 
duction in the quantity of money. Conversely, an ac- 
cumulation of monetary gold beyond the usual reserve 
ratio was customarily accompanied by a low discount 
rate and by credit expansion. 

However, the limited degree of management in the 
pre-1914 gold standard does not make it inappropriate 
to designate such a monetary system an “automatic” 
gold standard. It was automatic in that control was 
exercised with the strictly limited objective of making 
the gold standard work more smoothly and effectively. 
Fundamentally, the quantity of money was determined 
by the size of the monetary gold stock, and manage- 
ment was directed toward facilitating appropriate ad- 
justments in the volume of money as variations in the 
size of monetary gold stocks occurred. 

Maintenance of Equilibrium in Balances of Payments. 
A third advantage claimed for the international gold 
standard is that it tends to correct disequilibrium in 
international balances of payments. If a country tended 
to buy abroad more than it sold abroad, it would have 
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to pay to foreign countries more than foreign countries 
paid to it, and gold would be exported. This outflow 
of gold would lower prices in the one country and raise 
prices abroad, so that the country would sell more 
abroad and buy less abroad, thereby restoring equi- 
librium in its balance of payments. If, on the other hand, 
a country tended to sell abroad more than it bought 
abroad, it would import gold, its price level would rise, 
and- foreign price levels might fall. This would dis- 
courage exports from the country and encourage im- 
ports to it, thereby restoring equilibrium in its balance 
of payments. 

Critics of the automatic international gold standard 
do not deny that this standard tended to maintain 
equilibrium in international balances of payments. They 
do contend, however, that the method by which it ac- 
complished this result — by forcing changes in the 
volume of money and in price levels — often led to 
serious economic disequilibrium in the countries in- 
volved. Furthermore, they point out that inconvertible 
paper standards also operate to equilibrate balances of 
payments and do this in ways that, they contend, 
do not exert such disturbing effects on domestic econo- 
mies. How this occurs will be explained in the latter 
part of this chapter. 

MANAGED STANDARDS 

Whatever the relative merits of the automatic inter- 
national gold standard and of managed standards, the 
fact remains that, especially in the period since the First 
World War, monetary systems have lost much of their 
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automatic character and have been subjected to an in- 
creasing degree of management. And the future trend 
appears to be toward even more management. 

The Managed Gold Standard. Some advocates of a 
managed standard believe that management should be 
attempted only within the limits of some form of the 
gold standard. They would have the country allow free 
export and free import of gold and maintain its money 
at a fixed value in terms of gold, thereby securing stable 
international exchange rates; but they would not allow 
gold imports and gold exports to bring about propor- 
tional changes in the country’s money supply unless that 
was deemed desirable. The proposed management 
would be carried on by central banks or by government 
officials. If the responsible authorities should decide that 
gold imports should not be allowed to increase com- 
mercial-bank reserves and the money supply, they 
could raise rediscount rates, sell securities in the open 
market, raise the reserve requirements of commercial 
banks, or apply any of the other restrictive measures 
described in Chapter VI.^ If they should decide to pre- 
vent gold exports from reducing bank reserves and 
from decreasing the money supply, they could lower 
rediscount rates, buy securities in the open market, 
lower the reserve requirements of commercial banks, 
and adopt other expansionary or antideflationary 
measures. 

The success of a managed gold standard depends to 
some'^xtent upon the size of the area over which man- 
agement is attempted. If all the principal gold-standard 

^ Cf, above, pp. 1 17-127. 
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countries should co-operate wholeheartedly to stabilize 
their price levels, they might be relatively successful in 
the attempt. But if any one gold-standard country at- 
tempted to stabilize its price level without the co-opera- 
tion of other countries, it would probably be less suc- 
cessful. This is especially true of small countries, such 
as Holland, Belgium, Switzerland, or even France. 
If one of these countries attempted to stabilize its prices 
while price levels in other gold-standard countries were 
falling, its prices would become high in relation to 
the falling prices abroad, it would sell less abroad and 
buy more abroad, and it would lose gold continuously. 
In the end it would be forced either to abandon the 
gold standard or to allow its price level to fall in order 
to check the gold drain. 

If, on the other hand, such a country attempted to 
stabilize its prices while prices in other gold-standard 
countries were rising, its prices would become low in 
relation to prices abroad, it would buy less abroad and 
sell more abroad, and it would receive gold in payment. 
The gold inflow would be so great that the central bank 
and the government would probably be powerless to 
prevent an expansion of the money supply and a rise 
of prices. But even if the price rise were successfully re- 
sisted, the country would accumulate large stores of 
unused gold, all of which would be purchased by the 
export of valuable and useful goods and services. 

A financially powerful country possessing a sizeable 
proportion of the world’s supply of monetary gold, 
as does the United States, might employ a managed 
gold standard with more success than could a small 
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country — at least for a time. It might to some extent 
stabilize the purchasing power of gold throughout the 
world. For example, suppose that the United States 
should decide to stabilize its price level while prices 
in other gold-standard countries were falling. Ameri- 
can prices would become high in relation to the falling 
foreign prices, our imports of goods and services would 
exceed our exports of them, and gold would flow out. 
The United States has such a huge stock of gold that 
gold exports to other countries might be sufficient to 
expand money abroad, to halt deflation abroad, and to 
end the gold drain from this country before gold 
stocks here were exhausted. If this occurred, the anti- 
deflation policy in the United States would tend to 
arrest deflation in all gold-standard countries. But if 
the deflation in foreign countries was serious and pro- 
longed, the drain of gold from the United States could 
easily be great enough to force this country to allow 
its price level to fall, or else to abandon the gold 
standard. 

If the United States should attempt to stabilize its 
price level while other gold-standard countries were 
experiencing an inflation, its price level would become 
low in relation to price levels abroad, it would sell 
abroad more than it bought abroad, and gold would 
pour in. Federal reserve and Treasury authorities might 
be able to prevent these additions to the monetary gold 
stock from increasing the supply of money and from 
raising' prices here for a period long enough to allow 
the drain of gold from other countries to stop the in- 
flationary trend there, and thus to bring the gold flow 
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to an end. In this case, the anti-inflation policy of the 
United States would arrest inflation abroad. It must 
be noted, however, that even if the price-stabilization 
policy was successful, the United States would accumu- 
late great stores of unused gold, which would be paid 
for by the export of goods and services. This country 
would be bearing the cost of price stabilization in all 
gold-standard countries. But if the inflationary trend 
abroad was intense and prolonged, the flow of gold to 
the United States might be so great that federal re- 
serve and Treasury authorities would be powerless to 
prevent inflation here in the long run. 

For these reasons, many advocates of a managed 
standard are dubious about the desirability of a managed 
gold standard of this type. They are skeptical of the 
ability of any one country to exercise effective control 
over the quantity of its money so long as the monetary 
authorities are compelled to maintain the monetary unit 
at a parity in value with a fixed weight of gold. They 
contend that no one country can long dominate the 
situation, and that sooner or later any one country 
is compelled to adjust its price level to the general 
trend of inflation or deflation taking place in gold- 
standard countries at large. The experience of gold- 
standard countries during the last depression lends con- 
siderable support to this view. 

Managed Paper Standard. Some advocates of man- 
aged money believe in a complete divorce of money 
from gold and in the resort to a managed paper 
standard. In such a system the monetary authorities 
would have complete control over the quantity of 
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money. Gold might still be used as a commodity to 
settle international balances and to moderate erratic 
short-term fluctuations in exchange rates; but money 
would not be kept at a fixed value in terms of gold, 
and gold would not be allowed to influence the supply 
of money in the country. Monetary authorities would 
deliberately manage the quantity of money for the 
purpose of attaining some objective such as the stabili- 
zation of the price level or the stabilization of economic 
activity. 

'Exchange Rates under Paper Standards. The funda- 
mental principle of foreign exchange is that money 
tends to have the same value at home and abroad. 
This is true whether the monetary units exchanged 
both have a fixed value in terms of gold, or whether one 
or both is an inconvertible paper money. It has been 
seen that the mint par of exchange between two gold- 
standard moneys is determined by their relative gold 
contents, that is, by their relative ability to purchase 
gold, and that exchange rates between them cannot 
vary by more than the cost of shipping gold. For ex- 
ample, before 1914, when both the United States and 
England were on the gold standard, the pound sterling 
was equal to 4.8665 times as much gold as was the 
dollar. The mint par of exchange between them was, 
therefore, ^1 = 14-8665. It has also been seen that the 
purchasing power of gold, as indicated by price levels, 
tended to be about the same in all gold-standard coun- 
tries. ^Viy 'tendency for gold to have a higher pur- 
chasing power over goods and services in one country 
than in others was corrected by shipments of gold to 
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that country, and any tendency for gold to have a 
lower purchasing power over goods and services in 
one country than in others was corrected by shipments 
of gold from that country to other countries. Since the 
purchasing power of gold tended to be the same in all 
gold-standard countries, one pound sterling, contain- 
ing 4.8665 times as much gold as the dollar, tended to 
purchase in England approximately 4.8665 times as 
large a quantity of goods and services as one gold dol- 
lar would purchase in the United States. In other words, 
the purchasing powers of the two monetary units at 
home tended to be in about the same ratio as their 
gold contents, and the exchange rate between them 
tended to reflect not only their relative gold contents 
but also their relative purchasing power over goods 
and services. 

Since inconvertible paper money does not have a 
fixed value in terms of gold, there cannot be a mint par 
of exchange between two inconvertible paper moneys, 
or even between an inconvertible paper money and a 
gold money. There is, however, a type of parity or par 
of exchange around which exchange rates between in- 
convertible paper moneys, or between an inconvertible 
paper money and a gold money, tend to fluctuate. This 
is called a purchasing power parity. It is determined 
by the relative purchasing power of the monetary units 
involved. Thus if a paper pound would purchase in 
England five times as large a quantity of goods and 
services as a paper dollar would purchase in the United 
States, the purchasing power parity between them 
would be = Money is demanded only because 
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of its power to buy goods and services. Therefore, if 
a paper pound will buy five times as many goods and 
services as a paper dollar will buy, one pound will buy 
about five dollars in the foreign exchange market, or 
one dollar will buy about one fifth of a pound. Thus, 
exchange rates between inconvertible paper moneys, 
like exchange rates between gold moneys, tend to re- 
flect the relative purchasing powers of the monetary 
units exchanged. 

Any exchange rate between inconvertible paper mon- 
eys that was very far from purchasing-power parity 
could not be maintained. If the value of the paper 
pound in the foreign exchange market should fall very 
far below its purchasing-power parity, say to £i = 
$4.50, the demand for sterling exchange would exceed 
its supply. As the value of sterling fell in the foreign ex- 
change market, Americans would find it cheaper to buy 
in England, they would increase their purchases of 
goods and services in England, and they would demand 
more sterling exchange with which to make payment. 
But as the value of sterling declined in terms of dollars, 
the English would find it more expensive to buy in 
the United States, American exports to England would 
decline, and less sterling exchange would be offered. 
Therefore, at any exchange value for sterling very far 
below purchasing-power parity, American imports from 
England would exceed American exports to England, 
and the demand for sterling exchange would exceed 
the supply of it. 

Conversely, the supply of sterling exchange would 
exceed the demand for it at any exchange value of 
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Sterling very far above purchasing-power parity. If, 
for example, the value of sterling exchange should rise 
to ;£i = $5-50, while purchasing-power parity remained 
at =$5, less sterling would be demanded and more 
would be offered. The overvaluation of the pound in 
terms of dollars would make it more expensive for 
Americans to buy in England, American imports from 
England would decline, and Americans would demand 
fewer pounds with which to make payment. But the 
undervaluation of the dollar, or the overvaluation of 
the pound, would make it less expensive for the Eng- 
lish to buy in the United States, they would buy more 
here, and American exporters would have a larger 
amount of sterling to offer in the market for dollars. 
It seems likely, therefore, that a value of sterling ex- 
change very far above purchasing-power parity could 
not be maintained, for at such a price more sterling 
would be offered than would be demanded. The supply 
of and demand for dollars and sterling would usually 
be equalized at a rate of exchange somewhere around 
purchasing-power parity, but not necessarily at that 
exact figure. 

It must be noted that the purchasing-power parity 
is not an unvarying figure. It varies with changes in the 
relative purchasing powers of the monetary units in- 
volved. The purchasing-power parity of i = $5 as- 
sumed above would continue only so long as the paper 
pound would purchase five times as much as would 
the paper dollar. If the price level in England should 
double — that is, if the pound should lose half of its 
purchasing power — while the price level in the United 
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States and the purchasing power of the dollar remained 
constant, the pound would buy only two and a half 
times as much as the dollar, and the new purchasing- 
power parity would be / 1 = $2.50. But if, instead, the 
purchasing power of the pound remained constant 
while the dollar lost half of its purchasing power (as 
the price level in the United States doubled), the 
pound would contain ten times as much purchasing 
power as the dollar, and the new purchasing-power 
parity would be = |io. 

Adjustments in Balances of International Payments 
under Inconvertible Paper Standards. It was seen ear- 
lier that the automatic international gold standard 
tended to maintain equilibrium in balances of inter- 
national payments. Under this type of standard, tend- 
encies toward disequilibrium were corrected by main- 
taining virtually stable exchange rates and by allowing 
international gold flows to effect the necessary adjust- 
ments in the quantity of money and in the price level 
of each country concerned.* 

Disequilibria in balances of payments are also cor- 
rected under inconvertible paper standards, but in a 
quite different way. If a disequilibrium should occur 
in the balance of payments of the United States while 
it was on an inconvertible paper standard, neither its 
quantity of money nor its general price level would 
necessarily be affected. Paper dollars would not be ex- 
ported, since they would not circulate abroad, nor would 
foreign pliper money be imported. The volume of cash 
and of bank reserves would be unaffected, so that there 

^C/. pp. 203-206. 
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would be no reason why the supply of money and the 
general price level should necessarily change. But ex- 
change rates would be altered, and this alteration of 
exchange rates would tend to restore equilibrium in 
the balance of payments. 

Suppose, for example, that at a time when the de- 
mand for and supply of foreign exchange had been 
equalized at an exchange rate of ;^i =$5 there should 
occur a real increase in the American demand for 
foreign goods without an increase in the foreign de- 
mand for American goods. As the demand for sterling 
exchange increased, owing to the increase of American 
purchases abroad, without a real increase in the supply 
of sterling, sterling exchange rates would rise, or, what 
is the same thing, the exchange value of the dollar 
would fall. As sterling exchange rates rose, it would 
cost Americans more to buy in England and they 
would tend to limit their purchases there. But as the 
value of the dollar in terms of sterling fell, the English 
would find it cheaper than before to purchase in the 
United States and would buy more here. Thus the rise 
of sterling exchange rates, or the fall of dollar exchange 
rates, would maintain equilibrium in the balance of 
payments of the United States by discouraging imports 
and by encouraging exports. 

If, instead, the American demand for foreign goods 
and services had declined without a decline in the for- 
eign demand for American goods, the value of the 
dollar would have risen in terms of foreign monetary 
units. This would have encouraged American pur- 
chases abroad and would have discouraged foreign 
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purchases here, thereby maintaining the balance of 
payments in equilibrium. 

The methods of restoring equilibrium in balances of 
payments under the international automatic gold stand- 
ard and under inconvertible paper standards can now 
be contrasted. Under the former, exchange rates re- 
main virtually fixed and the necessary adjustments are 
effected through international gold flows, changes in 
the quantity of money in each country, and changes in 
price levels. Under the latter standard, there need not 
occur changes in the quantity of money in each coun- 
try nor changes in price levels; the adjustments can be 
effected through changes in exchange rates. 

It must not be assumed, however, that all fluctuations 
of exchange rates between inconvertible paper moneys 
or between an inconvertible paper money and a gold 
money are conducive to long-run equilibrium. Some 
fluctuations, especially those arising out of fears of war, 
revolution, inflation and other disorders, are likely to 
be quite wide in scope and disturbing to trade. But 
these fluctuations can be controlled, within limits, by 
exchange stabilization funds. An exchange stabiliza- 
tion fund can limit increases in the value of foreign 
exchange by selling foreign exchange, and it can limit 
declines in the value of foreign exchange by buying it. 

In addition, nations with paper standards have 
increasingly resorted to exchange controls as a means 
of regulating or stabilizing exchange rates. When such 
controls ife in effect foreign exchange transactions are 
usually prohibited except at officially established rates. 
Exporters or others who receive foreign exchange are 
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required to sell it at an official rate to the exchange con- 
trol authorities or their agents who in turn resell it at an 
official rate to importers or others needing foreign ex- 
change to make payments abroad. Importers or others 
wishing to make such payments are usually required 
to obtain an exchange permit or license before pur- 
chasing foreign exchange. By restricting the issuance 
of permits it is possible within limits to adjust the ef- 
fective demand for foreign exchange to the available 
supply without fluctuations in the exchange rate. Like 
any system of price control and rationing, however, ex- 
change controls entail many difficulties of adminis- 
tration and enforcement, particularly when they are 
used to maintain exchange rates widely at variance with 
rates required for long-run equilibrium. 

Criticisms of Managed Paper Standards. The dis- 
advantages of automatic and managed gold standards 
have already been described. But the dangers and short- 
comings of managed paper standards must not be ig- 
nored or minimized. In the first place, there is a danger 
that paper money will be overissued. If the determina- 
tion and administration of monetary policies were en- 
trusted to a body of highly capable, honest, and coura- 
geous men who were unaffected by either the public 
clamor or the political fortunes of the party in control 
of the government, this danger would not be serious. 
It may be important, however, when monetary policies 
are at least partially determined by popularly elected 
officials. The government is always tempted to issue 
new paper money with which to pay its expenses. In 
this way it can avoid an unpopular increase of taxes 
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or effect a reduction of taxes, thereby increasing the 
chances of re-election of the party in power. Moreover, 
a majority of the voters, especially in a country in which 
debtors outnumber creditors, are usually in favor of 
rising prices despite the fact that the increase of prices 
may culminate in crisis and depression. In short, a 
paper standard may be managed in such a way as to 
prevent the attainment of domestic economic equilib- 
rium, owing to the incapacity of the managing au- 
thorities and to outside pressure that may force them 
to adopt unwise monetary and credit policies. 

In the second place, fluctuations of international ex- 
change rates under paper standards may interfere with 
inter-country trade and capital transactions. Short-run 
deviations of market exchange rates from purchasing- 
power parity may be upsetting in both international 
commodity and capital markets. And long-run shifts 
of purchasing-power parities as price levels shift in the 
countries concerned tend to increase the risk of inter- 
national lending and borrowing, especially at long term. 

In the third place, the paper standards of recent years 
have usually been accompanied by rigid exchange 
controls and monetary and exchange practices which 
have been seriously disruptive to world trade. While 
the widespread existence of paper standards cannot be 
regarded as primarily responsible for disordered world 
trade — 'to a large degree both are the results of 
commoi^ causes ^ — the freedom of action available to 

2 See Dell, B., and Luthringer, G. F., Population, Resources, and Trade 
(1938) for a discussion of the difficulties of maintaining orderly interna- 
tional monetary relationships under any type of standard so long as coun- 
tries follow nationalistic and restrictive trade policies. 
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individual countries under paper standards conditions 
provides a particularly fertile field for excessive econo- 
mic nationalism. In some cases exchange controls have 
ceased to become primarily devices for rationing scarce 
foreign exchange and preventing economically unde- 
sirable fluctuations in exchange rates and have been 
used rather as tools for the discriminatory restriction 
of imports. Sometimes monetary units have been main- 
tained at an arbitrarily high value by ruthless exclusion 
of imports and discriminatory subsidization of exports 
regardless of the general effects on world trade. Some 
countries have sought to obtain unfair competitive 
advantages for their exports by economically unjusti- 
fiable devaluations of their monetary units. 

Although paper standards give monetary authorities 
a freer hand in dealing with many problems, the trade 
and financial restrictions and discriminations which 
have accompanied the widespread abandonment of 
the gold standard have so adversely affected world 
trade that there has arisen a general recognition of the 
need for some mechanism for international monetary 
co-operation to replace that which was formerly en- 
forced by the international gold standard. It has become 
increasingly clear that if most countries are to maintain 
managed paper standards, and if each is to be guided 
in management by purely domestic considerations or 
narrow ideas of national advantage, the establishment 
of orderly and stable international trade and financial 
relationships will become virtually impossible. 
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THE INTERNATIONAL MONETARY 
FUND 


The International Monetary Fund represents an 
effort on the part of 40 of the United Nations to achieve 
orderly and stable international monetary and trade 
relations while at the same time leaving to each member 
country a very considerable latitude in the management 
of its monetary affairs. The Fund, which is still in the 
organizational stage, was established in accordance 
with Articles of Agreement drawn up by the repre- 
sentatives of 44 nations in the United Nations Monetary 
and Financial Conference called on the invitation of 
President Roosevelt at Bretton Woods, New Hamp- 
shire, in July 1944. The Articles of Agreement went 
into effect on December 27, 1945, after signature by 29 
of the 44 nations represented at Bretton Woods. Subse- 
quent signatures have brought the number of member 
nations to 40. The Soviet Union is the only major power 
among the United Nations which has not become a 
member of the Fund. The principal office of the Fund 
is located in Washington, D.C. 

Purposes of the Fund. The purposes of the Fund as 
set forth in the Articles of Agreement may be sum- 
marized as follows: 

1. To ^promote international monetary co-operation 
through an institution which provides the machinery for 
consultation and collaboration; 

2. To facilitate the balanced growth of international trade. 
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and to contribute thereby to the promotion and mainte- 
nance of high levels of employment and real income; 

3. To promote exchange stability, to maintain orderly 
exchange arrangements, and to avoid competitive exchange 
depreciation ; 

4. To assist in the elimination of foreign exchange re- 
strictions which hamper the growth of world trade; 

5. To provide members, through availability of the Fund’s 
resources, with an opportunity to correct maladjustments in 
their balance of payments without resorting to measures 
destructive of national or international prosperity. 

Quotas. Each member of the Fund is assigned a 
quota which establishes the amount of its subscription to 
the Fund and largely determines its voting power and 
the extent to which it may purchase exchange from the 
Fund. Members must pay to the Fund in gold, as a 
minimum, either twenty-five per cent of their quotas 
or ten per cent of their net official holdings of gold and 
dollars, whichever is the smaller. The balance of each 
quota is payable in the currency of the member. This 
may take the form of a deposit to the account of the 
Fund in the member’s central bank. The total quotas of 
the 40 present members of the Fund amount to approxi- 
mately 7.5 billions of dollars. The quota of the United 
States is $2.75 billions, that of the United Kingdom 
$1.30, China $.55, France $.525 and India $.40 billions. 
The gold and currencies subscribed by the members will 
provide the Fund with the resources with which to con- 
duct its operations. 

Operations of the Fund. The Fund will deal only with 
the Treasury, central bank, stabilization fund or similar 
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fiscal agency of a member country; it will thus not op- 
erate directly in the foreign exchange markets or deal 
with private traders or commercial banks. The primary 
purpose of the Fund’s dealings will be to aid member 
countries in meeting a temporary adverse balance of 
payments on current account.'* The Fund will do this by 
selling to a member, in exchange for the member’s cur- 
rency, the foreign exchange the member may need to 
settle its obligations on current account to other mem- 
ber countries. For example, if France were temporarily 
in need of dollars and sterling in order to settle French 
obligations on current account to the United States and 
the United Kingdom, the Bank of France could pur- 
chase dollars and sterling from the Fund and make pay- 
ment by depositing the equivalent in francs to the credit 
of the Fund in the deposit account of the Fund with the 
Bank of France. The Bank of France would then sell 
the dollars and sterling thus acquired to French com- 
mercial banks or exchange dealers. If the Fund should 
be short of any particular currency, say dollars, it could 
use its gold resources to make purchases of dollars from 
the United States. The Fund may also make arrange- 
ments for borrowing from members currencies for 
which there is a great demand relative to the Fund hold- 
ings. 

The Fund’s sales of foreign exchange to members are 
subject to carefully drawn safeguards and limitations. 


* As (ieftned in the Articles of Agreement payments for current trans- 
actions means payments which are not for the purpose of transferring capital. 
This does not, however, exclude payments in connection with normal short- 
term banking and credit facilities, interest on loans, income from invest- 
ments, and “moderate” payments for amortization and depreciation. 
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As a general rule a member may not purchase foreign 
exchange from the Fund with its own currency in a net 
amount ® exceeding twenty-five per cent of its quota in 
any twelve-month period. Moreover, in general a mem- 
ber may not over a period of years make such purchases 
in a net amount exceeding one hundred per cent of its 
quota plus the amount of its original gold subscription. 
For example, India has a quota of $400 million of which 
let it be assumed $100 million is subscribed in gold and 
$300 million in its own currency, rupees. India could 
then purchase with rupees from the Fund foreign ex- 
change in the amount of $100 million net annually for 
five years, or a total amount of $500 million net, before 
reaching its normal limit on the use of the Fund’s re- 
sources. In addition to the foregoing limitations, the 
Fund imposes charges for the use of its resources. These 
charges increase both with the amount of purchases by 
a member relative to its quota and with the length of 
time that the member avails itself of the Fund’s re- 
sources. 

It is contemplated that the Fund’s resources will be 
continually paid out and replenished. When a mem- 
ber’s balance of payments is temporarily unfavorable it 
will purchase foreign exchange from the Fund with its 
own currency. When it has had time to correct this 
disequilibrium and its balance turns favorable, it is 
required under carefully stipulated conditions to repur- 

® By net amount as used above is meant the amount by which the 
Fund’s holdings of a member’s currency is increased as a result of the mem- 
ber’s purchases of exchange after taking into account decreases in the 
Fund’s holdings of that member’s currency as a result of its sale by the 
Fund to other members or repurchases by that member of its own cur- 
rency from the Fund with gold or foreign exchange. 
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chase its currency from the Fund with gold or convert- 
ible foreign currencies. The resources of the Fund will 
not be available to meet a chronic adverse balance of 
payments on the part of a member; if such a disequilib- 
rium arises the member must take measures to correct 
the situation. Furthermore, the Fund is not to be used 
as a means of accumulating a hoard of foreign balances 
or as a source of long-term capital for foreign invest- 
ments. The latter function is to be performed by the 
International Bank for Reconstruction and Develop- 
ment, the agreement for which was also drawn up at the 
Bretton Woods Conference. In making purchases of 
exchange from the Fund each member must represent 
that the exchange is needed for making payments con- 
sistent with the provisions of the Fund Agreement. The 
Fund may limit or deny the use of its resources to a 
member known to have been making improper use of 
the resources of the Fund or to a member which is not 
complying with the obligations which it undertook in 
becoming a member of the Fund. 

Obligations of Members. In accepting membership 
in the Fund each country undertakes a number of obli- 
gations designed to promote stability of exchange rates 
and to further international monetary co-operation. 
Members undertake not to engage in discriminatory 
currency practices or to impose restrictions on payments 
for current international transactions without the ap- 
proval of the Fund. However, in view of the difficulties 
of adjustnjent which were foreseen in the period fol- 
lowing the end of the Second World War, a member 
may at its request retain exchange restrictions on cur- 



MANAGED STANDARDS 


233 

rent transactions for a transitional period of five years. 
Each member undertakes to collaborate with the Fund 
to maintain exchange stability and to avoid competitive 
exchange alterations. 

Before a member may engage in exchange transac- 
tions with the Fund it must agree with the Fund as to the 
initial par value of its currency. Thereafter the member 
shall not propose a change in the par value of its cur- 
rency except to correct a fundamental disequilibrium. 
Members must also undertake that exchange rates shall 
not differ from parity by more than one per cent in the 
case of spot exchange transactions. Changes in par value 
may be made only on the proposal of a member and 
only after consultation with the Fund. The Fund may 
not object to a change if the proposed change, together 
with previous changes since agreement on the initial 
par value, does not exceed ten per cent. The Fund may 
object, however, in the case of proposed changes in ex- 
cess of ten per cent. Whenever the par value of a mem- 
ber’s currency is reduced the member must pay to the 
Fund an amount in its own currency equal to the reduc- 
tion in the gold value of its currency which the Fund 
holds. This requirement prevents currency devaluations 
from decreasing the value of the Fund’s assets. 

It is apparent from the foregoing that although the 
Fund is designed to promote stability of exchange rates 
it is not intended to prevent alterations in rates for the 
purpose of correcting a fundamental disequilibrium. It 
is reasonable to assume that in the future changes in par 
values and hence in rates of exchange will occur with 
greater frequency than under the international gold 
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standard but with less frequency than if the members 
were free to alter rates at their whim for purposes of 
competitive trade advantage. Membership in the Fund 
requires the acceptance of substantial obligations and 
to a very considerable degree a voluntary relinquish- 
ment of freedom of action; in return, the members 
receive the assurance of support of the Fund and pro- 
tection from the consequences of arbitrary action by one 
country in disregard of the interests of others. 

Role of Gold in the Fund. Some critics of the Fund, 
particularly in the United Kingdom, have opposed 
membership in the Fund on the ground that the Fund 
amounts to a restoration of the international gold stand- 
ard. It is at best doubtful that this contention can be 
sustained, but it is true that the Fund gives greater as- 
surance of a significant future monetary role for gold 
than would be the case if the use of gold for monetary 
purposes were confined to the few countries willing and 
able to maintain a gold standard.® 

As was pointed out above, part of the subscriptions to 
the Fund are to be paid in gold. The Articles of Agree- 
ment further require that each member express the par 
value of its currency in gold as a common denominator 
or (which amounts to the same thing) in terms of the 
United States dollar of the weight and fineness in effect 
on July I, 1944. The Fund prescribes a margin above 
and below par value for transactions in gold by mem- 
bers. Members agree to accept gold from the Fund in 
exchange for their currency and the Fund will accept 

®C/. Fcis, Herbert, The Sinews of Peace (Harper and Brothers, 1944), 
page 82. 
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gold from a member wishing to purchase the currency 
of another member or to repurchase its own currency 
from the Fund when the Fund’s holdings of its cur- 
rency exceed the member’s quota. All charges levied by 
the Fund are payable in gold. Members are not required, 
however, to permit the free export or import of gold or 
to undertake any general obligation to convert their 
currencies into gold on demand. Hence it is not accurate 
to say that the Fund will result in the restoration of the 
international gold standard.^ Members of the Fund are 
free to manage their monetary systems individually 
without reference to variations in the amount of gold 
they may happen to hold. 

One of the most significant provisions of the Articles 
of Agreement with respect to gold is that relating to 
uniform changes in par values. The Fund, by a majority 
of the total voting power, may make uniform propor- 
tionate changes in the par values of the currencies of all 
members.® Thus if the production of gold were decreas- 
ing relative to the volume of trade and a long run de- 
cline in prices appeared likely, the members of the Fund 
could vote for a uniform proportionate reduction in par 
values and thus relieve deflationary pressures arising 
from the relative scarcity of gold.® Opposite action could 
be taken in a situation in which world monetary stability 
was threatened by increased gold production. The pro- 
vision for uniform changes in par values is another indi- 

See above, pages 180 and 181. 

® However, countries which did not wish to make a proportionate 
change in the par value of their currencies would not be compelled to 
do so if they notified the Fund of their decisions within 72 hours after 
the Fund’s action. 

®Scc above, pages 148-153. 
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cation of the degree of monetary management envisaged 
by the Articles of Agreement of the International Mone- 
tary Fund. 

MONETARY STANDARDS IN THE 
UNITED STATES 


As one reviews the monetary history of the United 
States, he is struck by the number of times the monetary 
standard has been changed. Up to the present time no 
standard has been able to persist for any long period, 
and there is no reason to believe that the present stand- 
ard will be any more permanent. 

From the beginning of the nineteenth century until 
1873, the United States was legally on a bimetallic 
standard of both gold and silver. Up to 1834, however, 
gold was undervalued at the mint, so that almost no 
gold entered the monetary system and the country was 
on a de facto silver standard. From 1834 to 1861 the 
situation was reversed; silver was undervalued at the 
mint, so that but little silver was coined and the coun- 
try was on a de facto gold-coin standard. From 1861 
to 1879 gold payments were suspended, and the coun- 
try was actually on an inconvertible paper standard. 
From 1879 to 1914 the United States, as well as most 
other important countries, was both legally and actually 
on a gold-coin standard; this was the period of the 
international automatic gold standard. During the pe- 
riod of the First World War, all the belligerent coun- 
tries and some others abandoned gold. The United 
States was again on a gold-coin standard from 1919 to 
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1933, the standard was quite different from that of 
the pre-war period. In the first place, the federal reserve 
system, which was established in 1914, imposed a con- 
siderable degree of management and frequently pre- 
vented gold flows from exerting their full effects on 
money and prices. In the second place, many of the 
other economically important countries were off the 
gold standard a large part of the time. This was 
especially true of the periods before 1925 and after 
1931. And even while they were on the gold standard, 
most of these countries deliberately managed their 
moneys to a considerable extent. Under these condi- 
tions the gold standard was not entirely automatic, and 
much of the time it was not international. 

From March 1933 until January 1934 the United 
States was on an inconvertible paper standard with 
both federal reserve and Treasury authorities exercising 
their powers of management. In January 1934 a gold- 
bullion standard was established, but the gold content 
of the dollar was reduced over forty per cent. Since 
that time the monetary system has been subjected to 
a high degree of management; virtually every one of 
the .instruments of control described in Chapter VI 
has been employed at least once by federal reserve and 
Treasury authorities. 

At one time or another, therefore, the United States 
has been on a bimetallic standard, a de facto silver 
standard, a de facto gold standard, an inconvertible 
paper standard, an automatic gold-coin standard, a man- 
aged gold-coin standard, and a managed gold-bullion 
standard. 
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Though the United Spates is now on a managed 
gold-bullion standard, the President has the authority 
under existing monetary legislation to put the country 
on any one of the following standards: (i) an incon- 
vertible paper standard, (2) a bimetallic standard, and 
(3) 3 gold-bullion standard. 

To put the country on an inconvertible paper stand- 
ard the President needs only to order the discontinuance 
of free import and export of gold and of Treasury 
purchases and sales of gold at a fixed price. He can 
establish a bimetallic standard by buying and selling 
silver at a fixed price, a power granted by the Silver 
Purchase Act of 1934. He can continue the gold-bullion 
standard in its present form. Monetary legislation may, 
of course, be changed by Congress at any time. 

Whatever monetary standards may be in the future, 
they will in all probability be subjected to a considerable 
degree of management. 
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CHAPTER XII 


The Public Economy 


NATURE OF THE PUBLIC ECONOMY 

The economic system, under which men produce goods 
and services to satisfy their wants, has its setting within 
the framework of the political institution called the 
state. The state is a form of human association that has 
evolved as a result of man’s struggle for existence. 
Government is one of the most important agencies 
through which services are rendered to the people com- 
prising the state. It is hardly conceivable that modern 
economic society could survive without the stabilizing 
influence of organized government. In fact, since gov- 
ernment is an agency for performing valuable services, 
it must be considered as an integral part of the economic 
system. When protection to persons and property, 
education, and highways are provided by government, 
they are economic services just as truly as when pur- 
chased by individuals through prices paid to private 
enterprisers. Although the services of government are 
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financed in a different manner this does not alter the 
fact that these services have economic value and result 
in the utilization of economic resources, such as labor 
and materials, that command a price. 

In order to purchase goods and services, with which 
to perform governmental functions, the government 
must command purchasing power; that is, have an 
income. For the most part, this income is derived 
from taxation, a method by which part of the purchas- 
ing power of the people is taken to meet the cost of 
supplying government services to them. 

The federal government of the United States, the 
governments of the forty-eight states, and about 155,- 
000 units of local government, consisting of counties, 
cities, towns, townships, school districts, and special 
districts, all spend money to provide services and must 
obtain the funds necessary to cover the cost of these 
services. These various government units of the nation 
are part of the national economy and may be called the 
public economy. Public finance is the branch of eco- 
nomics that deals with the fiscal aspects of government. 

COMPARISONS BETWEEN PUBLIC AND 
PRIVATE ECONOMY 

The Profit Yardstic\. In modern economic society, 
success in a private enterprise is measured by the profits 
it yields and not by its contribution to the economic 
welfare of the community. Government, on the con- 
trary, does not exist to produce profits but to provide 
services ffiat benefit the public. It is the purpose of 
good government to render the maximum service at a 
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minimum cost. This fundamental distinction between 
public and private economy must be borne in mind 
by those who insist that government ought to be 
operated like a private business. What they really mean 
is that government ought to be more efficient, and with 
this there can be no more disagreement than with the 
proposition that private enterprises should be more 
efficient. Economy and efficiency are appropriate 
watchwords in both public and private business. The 
maximization of satisfactions with minimum effort is 
the test of true economy in either. 

Since the government is not operated for profit, how- 
ever, the problem of realizing greater efficiency in the 
public economy is much more difficult. The lure of 
profit (or the fear of loss) in private enterprise is a 
most potent stimulus to reduce unit costs and improve 
the product or service. A business manager who cannot 
show profits is likely to lose his job to someone else 
who can. Or, if the owner is also the manager and the 
business is unsuccessful, he is eventually forced by his 
competitors to cease to be an enterpriser. But the profit 
yardstick is absent in the public economy. The efficiency 
of heads of government departments and other public 
employees cannot be determined by referring to a 
profit-and-loss statement. Consequently, other methods 
must be used to measure their competency. Even when 
the inefficiency of a government agency is known, there 
is not the same incentive to secure more competent per- 
sonnel and introduce more efficient methods as there 
is in a private business where such changes are ex- 
pected to bring more profits to the owners. The citi- 
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zens and taxpayers are the “stockholders” of govern- 
ment but, instead of demanding that the efficiency of 
their joint enterprise shall be effectively measured and 
methods for improving it rigorously applied, they are 
notoriously apathetic towards the conduct of the public 
economy. 

Compulsion. The element of compulsion marks an- 
other distinction between public and private economy. 
An individual chooses a job or a business. He chooses 
what goods he buys or sells. But he has little choice 
as to whether or not he will live under government. 
He is subject to its laws regardless of his opinion of 
their desirability. He cannot refuse to pay taxes on the 
ground that he does not need or does not want some 
of the government services that he must help to sup- 
port. A man who has no children or who sends his 
children to private schools and pays the price of their 
education is not, on that account, free from obligation 
to pay taxes to maintain public schools. 

Purposes of the State Largely Intangible. In the 
private economy, economic goods and services have 
prices. The individual decides whether the satisfaction 
he expects to receive from their use is worth the price 
he must pay to obtain them. On the other hand, the 
ends or purposes of the state are largely intangible and 
nonmaterial, and its services are given for the public 
benefit and not for the satisfaction or enrichment of any 
particular individual. Such services as police protection, 
education, sanitation, and public health work are none 
the less red because they are intangible, and none the 
less valuable to the community because the degree of 
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benefit to different persons is not easily measurable. 
This is a fundamental reason for the financing of the 
public economy primarily by taxation, rather than by 
selling government services only to those who have, 
and are willing to pay, the price. 

Longevity of the State. The longevity of the state, 
in comparison with the length of life of individuals, is 
another significant feature of the public economy. This 
enables government to engage in activities, such as 
reforestation and soil conservation, from which fu- 
ture generations may receive most of the benefit and 
which private enterprisers might not consider profitable 
to undertake. Government is trustee for the future no 
less than for the present. It can justifiably take a longer 
point of view than private individuals and do things 
that, in the long run, are worth their cost to the com- 
munity but may be of little benefit to the present 
generation. Likewise, because of its superior resources, 
it may finance projects, such as the Panama Canal 
and Boulder Dam, that may be too costly and difficult 
to be undertaken by private enterprise. 

Relation of Income and Expenditures. A distinction 
between public and private economy can be drawn 
with regard to the relationship between income and 
expenditures. In private finance, the individual must 
regulate his spending by the amount of his income. A 
government taxes or borrows enough to cover its ex- 
penditures. However, government officials cannot dis- 
regard with impunity the effect of increasing taxes. 
They are often forced to curtail expenditures and “cut 
the garment to fit the cloth.” 
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SCOPE OF THE PUBLIC ECONOMY 

How much should be done by the government? 
Citizens are fond of complaining that there is too much 
government, particularly when they have to pay for 
it, and yet are frequently saying, “There ought to be 
a law . . or “The government should do something 
about it.” What is the proper sphere of state activity? 
How far should each type of government activity be 
extended? These are controversial and yet very prac- 
tical questions, since upon the answers depend the 
volume of public expenditures and the amount of 
revenue to be raised. These are practical issues also 
because someone must decide whether a new activity 
shall be undertaken or an existing one abandoned, 
whether more or less shall be spent for a particular 
function, and how the revenue will be raised to pay for 
the activities of government. 

The decisions as to what shall be done by govern- 
ment, and how it shall be financed, are usually made by 
public officials. But the ultimate responsibility for the 
action taken on these questions rests, in a democracy, 
upon the citizens who choose the officials representing 
them. The decisions of neither the citizens nor their 
public servants are arrived at necessarily by logical 
reasoning as to what will best promote the public wel- 
fare. Apathy, emotion, prejudice, party politics, self- 
interest, propaganda, and the tactics of “pressure 
groups” often appear to be more influential factors. 

The Change in Government Activities. Government 
now does many things that, a century ago, either it did 



PUBLIC ECONOMY 


247 

not do at all, or upon which very little public money 
was spent. People comment on the ever-enlarging 
sphere of the state and the passing of laissez faire and 
individualism. It is frequently asserted that there has 
been a great expansion in the scope of governmental 
activities in the last century. It is here suggested that 
the most significant change has been in the nature and 
direction of governmental activities. There has been a 
very large increase in the cost of government, but pub- 
lic expenditures do not necessarily measure the scope of 
governmental activity and the degree of departure from 
individualism. 

Consider for a moment some of the activities of 
government a century ago when the laissez-faire policy 
is supposed to have prevailed. Government restricted 
the freedom of half of the population by denying to 
women most of the political and economic rights they 
now possess. Men were commonly imprisoned for 
failure to pay debts. A tenth of the population consisted 
of slaves, the property rights in whom were protected by 
government. Indentured servants were forced to work 
for their owners. The right of men to vote and hold 
public office was often restricted to property owners. 
Trade unions frequently were illegal. Blue laws, which 
would not now be tolerated, were prevalent. In the 
sale of the public domain, government engaged in the 
real estate business on a grand scale. The protective 
tariff was not unknown. Government was active in 
the construction of canals and public improvements. 
Strange as it may sound to modern ears, in that same 
period, a century ago, proposals for tax-supported 
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schools were often denounced as socialistic and 
meddlesome interference with the freedom of the 
individual. 

Although a comparatively small amount per person 
was spent by government, these facts suggest that the 
scope of governmental activity was not particularly 
narrow. The nature of governmental activities has 
changed in many respects, and the emphasis upon cer- 
tain services, particularly education and highways, has 
greatly increased. To provide good schools and roads 
necessarily costs more than such activities as restricting 
the suffrage and permitting slavery. 


GOVERNMENT EXPENDITURES 


THE GROWTH OF PUBLIC EXPENDITURES 

The increase in government expenditures has been 
truly remarkable. The combined expenditures in 1890 
of the federal government, the states and their local 
political subdivisions approximated 855 million dollars. 
In 1932, federal, state and local governmental costs were 
13.4 billion dollars. Total expenditures in 1942 amounted 
to 44.3 billion dollars, of which some 26 billions, how- 
ever, were spent for war activities by the federal govern- 
ment in that year. 

The pronounced upward swing in public expendi- 
tures has not been peculiar to the United States. It. has 
occurred^ in large nations and in small ones, under 
both democratic and autocratic governments, in highly 
industrialized countries, and in nations that are still 
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primarily agricultural. The rate of increase, however, 
has been different in the various countries and at dif- 
ferent times. In certain periods, as when a nation is 
engaged in fighting a war or a depression, public ex- 
penditures soar to unusual heights, but experience 
shows that they very rarely decline to the previous level 
after the emergency is past. The general trend has con- 
tinued upward. 


FEDERAL EXPENDITURES OF THE UNITED STATES 
IN SELECTED YEARS * 

(In Millions of Dollars) 


Fiscal Year 

1916 

$ 734 

Fiscal Year 

1940 

$ 8,998 

1919 

18,515 

1941 

12,711 

1923 

3.295 

1942 

32.397 

1929 

3.299 

1943 

78.179 

1935 

6.933 

1944 

93.744 

1937 

8.177 

1945 

100,405 

1939 

8.707 

1946 

65,019 


* Exclusive of debt retirement. Includes federal payments to other gov- 
ernmental units. 

Source: U.S. Treasury Department, Annual Report of the Secretary of 
the Treasury, 1935; Treasury Bulletin, August 1946, p. 5. 


Federal Expenditures. Expenditures of the federal 
government have risen greatly, particularly during 
major wars. In the fiscal year ending June 30, 1945, fed- 
eral expenditures reached the phenomenal height of 
100.4 billion dollars. In a single year of the Second 
World War, the federal government spent as much as 
it did during the first 139 years of its existence, from 
1789 to 1928. 

Federal expenditures in the years 1941-1946 totaled 
382 billion dollars, or about nine times as much as was 
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spent in the comparable First World War period. Over 
ninety per cent of the above total was for war purposes, 
including both direct costs and “aftermath of war” ex- 
penditures such as interest on the public debt and aids to 
veterans. The indirect costs of the war, of course, will 
continue for many years. 

Although federal expenditures have declined sharply 
after each major war, the new peacetime level has been 
much higher than previously. For example, annual fed- 
eral expenditures were less than three quarters of a 
billion dollars prior to the First World War, while dur- 
ing the 1920’s they averaged about 3.3 billion dollars 
annually, or more than four times as much. The level of 
federal spending following the Second World War 
probably will be above that preceding the war. 

Although the peaks of federal spending have been 
reached in years of war, there also has been great ex- 
pansion in times of peace. A notable instance occurred 
during the depression years of the 1930’s when federal 
expenditures were more than double the average level 
in the preceding decade. Most of the increase was for 
unemployment relief, public works, aids to agriculture 
and social security payments. 

An important development has been the growth in 
federal aid to the states and local units. Although they 
constitute a relatively small part of total federal ex- 
penditures, federal grants provide a significant portion 
of the funds used by state and local governments for 
welfare and health services, particularly old-age assist- 
ance and^idiild welfare, and for construction of high- 
ways. For many years federal aid has been given for 
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certain kinds of education, chiefly in agriculture and 
home economics. The federal government has borne a 
minute fraction of the total cost of public education, 
but there has been a growing sentiment favoring in- 
creased federal aid and its use for general education. It 
is contended that the need for providing greater educa- 
tional opportunity in many areas of the country is a 
matter of national concern and requires federal assist- 
ance. 

STATE AND LOCAL EXPENDITURES IN SELECTED YEARS* 


(In Millions of Dollars) 



State 

Local 

Total 

1923 

$1,208 

$4,593 

$5,801 

1929 

1,943 

6,720 

8,663 

1934 

2,044 

5,621 

7,665 

1942 

5,529 

6,377 

11,906 


•Exclusive of debt retirement. 

Source: National Industrial Conference Board, Cost of Government in 
the United States, i933~J935> P- 4; U.S. Bureau of the Census, Govern- 
mental Finances in the United States: 1942, 

State and Local Expenditures. The growth in the 
aggregate costs of state and local governments also has 
been conspicuous, rising from 5.8 billion dollars in 1923 
to 1 1.9 billions in 1942, or doubling in two decades. The 
increase in state expenditures alone during the same 
period was nearly fivefold. Much of this growth con- 
sisted of expansion of state payments to local units of 
government. In 1942, expenditures of the state govern- 
ments amounted to 5.5 billion dollars, but included 1.8 
billion dollars of state aid, shared taxes and other pay- 
ments from state revenues to local governments. Ex- 
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penditures for education, highways and streets, welfare, 
social security and health, and police and lire protection 
have accounted for the major portion of the aggregate 
cost of state and local government. 

REASONS FOR GROWTH IN GOVERNMENT 
EXPENDITURES 

Many factors have contributed to the rise in the 
amount of money spent by government. The most obvi- 
ous one is the enormously increased costliness of mod- 
ern warfare and its aftermath. Also apparent is the 
ever-growing demand for governmental services, par- 
ticularly those involving greater expense for education, 
highways and welfare activities. In addition, there are 
other reasons for the increased cost of government re- 
lated to the development of our nation and its economy. 

Increases in Territory and Population. The expan- 
sion in territory from the thirteen original states to the 
present boundaries of the United States necessitated 
larger expenditures. The creation of new states, cities, 
and other political subdivisions meant more govern- 
ment to operate and finance. 

The increase in population also has been an im- 
portant contributing factor, since more children to 
educate, more people to use roads and the numerous 
other government services require a larger amount to 
be spent by government. Since, with a larger popula- 
tion, there are also more people to earn incomes and 
to pay for the cost of government services, changes in 
the amount spent per person are more significant 
than total expenditures. But government expenditures 
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have increased more rapidly than the population. The 
combined expenditures of the federal, state, and local 
governments rose from $13.56 per capita in 1890 to 
$158.77 in 1940. 

Changes in the Price Level. The number of dollars 
spent by government is affected also by changes in the 
general price level. If a dollar will buy less, it will take 
more dollars to obtain a given volume of goods and 
services. 

Public expenditures have mounted with rising price 
levels but have shown little inclination toward reduc- 
tion with a fall in the price level. The marked decline 
in the price level from 1929 to 1933, instead of result- 
ing in a decrease, was accompanied by a conspicuous 
increase in total government expenditures. Although 
more goods could be purchased with a given amount of 
money because of the fall in the price level, the very 
fact of falling prices, by checking business activity and 
increasing unemployment, brought new demands upon 
government that resulted in large expenditures for the 
relief of distress. 

Urbanization. The change from an agricultural to an 
industrial nation, with the concentration of population 
in urban centers, brings many problems necessitating 
larger expenditures. Urban life requires fire and police 
protection, sewers, paved streets, street cleaning and 
lighting, garbage collection, and other services that 
government in a rural community would not need to 
provide. Urbanization and industrialization conse- 
quently increase the per capita cost of government. 
The table on page 254 indicates a marked tendency for 
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expenditures per inhabitant in the larger municipalities 
to be higher than in smaller communities. 

The Rise in the Standard of Living. The economic 
development of the country has been accompanied by 
a general rise in the level of per capita incomes and 
the standard of living of the people. The modern 


AVERAGE EXPENDITURES PER CAPITA OF CITIES 
BY POPULATION GROUPS, 1942 


Population 

Number of 
Cities 

Per Capita 
General 
Expenditures 

Over 1,000,000 

5 

$72.69 

500,000-1,000,000 

9 

62.84 

250,000-500,000 

23 

43-17 

100,000-250,000 

55 

41.23 

50,000-100,000 

105 

35-91 

25,000-50,000 

200 

34-19 

10,000-25,000 

602 

24.16 

5,000-10,000 

918 

18.14 

2,500-5,000 

1,407 

16.57 

Under 2,500 

12,896 

11.22 


Source: U.S. Bureau of the Census, Governmental I'inanccs in the 
United States: 1^42, p. 8. 


economy has generated many problems and conditions 
necessitating government action, and the higher stand- 
ards of living in the private economy have brought 
demands for a higher level of public living. The rise in 
incomes has made possible the increased expenditures 
accompanying the elevated plane of both private and 
public consumption. With the rise in incomes and the 
standard of living, people have not only more expen- 
sive wearing apparel, houses, and home furnishings, 
but insist upon better schools; they want not only 
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automobiles but hard-surfaced roads upon which to 
drive them. They would be no more content now 
with muddy roads and with the teaching of merely the 
“three R’s” in the little red schoolhouse than they 
would be with homespun clothing and the horse and 
buggy. 


PER CAPITA INCOME PAYMENTS AND PER CAPITA STATE 
AND LOCAL EXPENDITURES IN SELECTED STATES, 1942 



Expenditures 
Per Capita 

Income 

Per Capita 

Arkansas 

$ 40 -^ 

S443 

Georgia 

47*50 

503 

Kentucky 

47.62 

467 

Mississippi 

48.45 

391 

New Jersey 

131.34 

1,090 

California 

158.95 

1,205 

New York 

160.56 

1,149 

Nevada 

165.90 

1,429 

Average for 48 states 

98.79 

00 

00 


Source: U.S. Bureau of the Census, Governmental Finances in the 
United States: 1942, 


In the above table there is a noticeable difference 
in the average income per person in the four states 
having the largest, and in the four states having the 
lowest per capita state and local expenditures in 1942. 
The higher incomes of the people in the second group 
of states enable them to spend more for schools, roads, 
and other government services. The lower per capita 
expenditures in the first group of states do not neces- 
sarily imply that government in those states is more 
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eflScient, or that low expenditures are the consequence 
of true economy. 

The rise in the standard of living has been accom- 
panied by the development of a more humanitarian 
attitude and a growing recognition of the need for 
public funds to supplement private charity. This is 
reflected in the greater public expenditures for relief, 
old-age assistance, care of dependent children, hospitals 
and other welfare services. The rise in the standard of 
living has also been accompanied by inventions and 
technological changes that have been responsible for an 
important part of the increase in the expenditures of 
government. For example, the widespread use of the 
motor vehicle has been the major factor in the growth 
of highway expenditures. 



CHAPTER XIII 

The Revenue System 


TYPES OF GOVERNMENT INCOME 

Most of the revenue of modern governments is derived 
from taxes; but, before beginning the discussion of 
taxation, other methods by which the state has obtained 
command of goods and services, and certain classes 
of public revenue that are usually distinguished from 
taxes, should be mentioned. 

A government may obtain rents and royalties for the 
use of public property and earn interest on securities, 
loans, and its deposits in banks. Prices are received for 
the use of public service enterprises such as the postal 
system, municipal water systems, toll bridges, and ir- 
rigation and power projects, and from the sale of cer- 
tain commodities such as alcoholic beverages sold by 
government liquor stores in some of our states. In many 
countries, a portion of the public revenue is provided 
by the prices received from the sale of lottery tickets 
and from commodities that are made fiscal monopolies, 
such as tobacco and matches. 
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Fines, fees, licenses, and special assessments are other 
classes of government income that usually are dis- 
tinguished from taxes. Fines are exacted for violations 
of laws under the sovereign power of the state to inflict 
punishment. Fees and license charges are payments to 
obtain certain privileges that usually confer special 
benefits to the recipient but the exercise of which must 
be regulated for the general welfare. A fee is ordinarily 
charged for such government services as the registering 
of a deed or the issuance of a corporation charter. A 
license is necessary for the exercise of privileges like 
operating a motor vehicle on the public highways, the 
sale of liquor, entering the state of matrimony, or keep- 
ing a dog, and a charge is customarily imposed when 
the license is issued. 

Like a price, a fee or license charge need not be 
paid if the individual is willing to do without the 
particular government service or forego the exercise of 
the privilege. But there is an element of regulation 
and public purpose in fees and licenses that is usually 
lacking in government revenue derived from prices. 
Thus, a man can have but one lawful wife at a time, 
regardless of the number of marriage licenses for which 
he is willing to pay. In many states, a person must 
satisfactorily pass a driver’s examination, as well as pay 
for a license to operate an automobile, and his license 
may be suspended or revoked for driving while in- 
toxicated and for other reasons. 

A special a«6essment is a compulsory payment to 
government by the owners of land for the purpose of 
defraying the cost of public improvements such as the 
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paving of streets and sidewalks, the laying of sewers, 
and the opening of parks. They are expected to in- 
crease the value of the land and thus confer a special 
benefit on its owners, as well as a general benefit to 
the public. Although a special assessment is an exercise 
of the taxing power, it usually is distinguished from 
taxes. It is supposed to be proportional to the an- 
ticipated rise in the value of the land resulting from 
the particular improvement for which the money must 
be used. 

THE NATURE OF A TAX 

According to the classification of the Census Bureau, 
about four fifths of the total revenue (receipts from 
borrowing are not revenue) received by government 
in the United States is provided by taxes. In the census 
classification, however, the revenue from certain li- 
censes is included under taxes. There is no completely 
satisfactory definition of a tax or what constitutes taxa- 
tion. The definition of a tax which is commonly ac- 
cepted is that it is a compulsory contribution or pay- 
ment for the support of government or for other public 
purposes. According to this definition, a special assess- 
ment and various other types of revenue would be 
taxes. 

But the element of special benefit that is characteristic 
of fees, licenses, special assessments, and public prices 
is usually lacking in taxes. According to one economist, 
“A tax is a compulsory contribution from the person 
to the government to defray the expenses incurred in 
the common interest of all, without reference to special 
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benefits conferred.” * Nevertheless, because of the man- 
ner in which the funds are expended, certain taxes, 
particularly the gasoline tax and the tax on real estate, 
have a large element of special benefit, if not to the 
particular taxpayer, at least to the group paying them. 
Motorists as a class are especially benefited when the 
gasoline tax is used to improve the highways. A con- 
siderable portion of the property tax is expended by 
local government for purposes that confer special bene- 
fits on real estate owners. Thus expenditures for fire 
protection are reflected in lower fire insurance pre- 
miums. 

A tax ordinarily is intended primarily to raise revenue 
but may be used for other purposes. High taxes to 
discourage the importation of goods into a country, to 
curtail the consumption of beverages with a high al- 
coholic content, to reduce the number of advertising 
billboards, to check the sale of oleomargarine, limit the 
growth of chain stores, and for various other purposes, 
may be so successful in accomplishing their objective 
that they yield little revenue. On the other hand, motor 
vehicle, liquor, and many business licenses and cor- 
poration fees not only provide a method of regulation 
but commonly produce far more revenue than the cost 
of their administration. Sometimes the rates charged 
by a municipally owned utility are high enough to re- 
sult in a considerable profit to the treasury and permit 
a lower^tax on property than otherwise would be 
necessary.' When government obtains funds by issuing 

^ Seligman, E. R. A., Essays in Taxation (tenth edition), p. 432 
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paper money and inflating the currency, or by fixing 
prices to secure profits from a lottery, a fiscal monopoly, 
or a public service enterprise, or derives a net revenue 
from licenses and fees, is it not really a form of tax- 
ation ? 

Whether a source of public revenue is called a tax, 
a special assessment, a license, a price, or something 
else, its equity as a part of the revenue system, the in- 
cidence of its burden, and its economic and social ef- 
fects are significant in the formulation of public policy. 
How much tuition and what fees should be charged 
by public educational institutions; should a particular 
government service be free, or should a charge that 
is equal to (or greater or less than) the cost of render- 
ing it be imposed ; and when is it justifiable to impose 
special assessments? These are problems of public fi- 
nance no less than the question of the kind of tax sys- 
tem desired. 


THE PROBLEM OF EQUITY IN THE 
REVENUE SYSTEM 


The citizen does not relish paying for government, 
but since he knows that taxation is inevitable, he will 
insist that it ought to be equitable. What part of the 
cost of supporting government each person should 
bear and what constitutes equity or justice in the rev- 
enue system are highly controversial subjects. At least 
three principles or theories may be advanced to justify 
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the fairness of particular sources of public revenue. 
These are the cost-of-service principle, the benefit 
principle, and the ability principle. 

COST-OF-SERVICE PRINCIPLE 

When a man buys a house, a haircut, or a can of 
beans, he must pay a price that is sufficient to induce 
someone to sell it to him. He does not expect the seller 
to vary the price according to the size of his income, 
the amount of his wealth, or some other index of his 
ability to pay. Under the price system, it is considered 
fair that a person should pay for what he gets. It might 
be contended that this is also a fair principle by which 
to apportion the cost of government. When public ex- 
penditures are incurred to educate a man’s children, 
protect his property, or provide some other service, it 
may be argued that he should pay for what he gets in 
proportion to the cost of rendering the service. 

This theory of apportioning the revenue load is open 
to serious objections. In the first place, the share of the 
cost of many government services that can be attributed 
to a specific person cannot be measured. No cost ac- 
counting system has yet been devised that would show 
just how much of the expenditures for maintaining 
the army, building the county courthouse, or cleaning 
the streets was incurred on account of service rendered 
to one John Jones. The distribution of the revenue load 
according to the cost-of-service principle is objection- 
able als(/ because it would prevent expenditures for 
services that are considered socially necessary and de- 
sirable. What would we think of a government that 
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refused to apprehend a murderer or a kidnaper until 
someone agreed to finance the cost ? A child is not de- 
nied the right to attend a public school because its par- 
ents cannot afford to pay the cost of instruction. It is 
recognized that a low cultural level and illiteracy are 
detrimental to the social welfare. The people would not 
tolerate the operation of government on the cost-of- 
service principle and would consider it most unjust 
even if it could be done. 

Although the cost-of-service theory is unworkable 
and inequitable as a general principle for distributing 
the tax load, nevertheless it has a proper place in the 
revenue system. It is equitable that the license charge for 
heavy trucks and buses should be higher than for auto- 
mobiles because the former do more damage to the 
roads and necessitate larger expenditures for highways 
than vehicles of lighter weight. It is usually considered 
equitable to require consumers to pay rates that will 
cover the cost of the services rendered by a publicly 
owned utility, such as an electric plant or water-supply 
system. It is not unjust to charge tolls for the use of an 
expensive bridge, tunnel, or canal. There are many 
occasions when a service is rendered the cost of which 
can be approximated and for which it is not unfair to 
impose a fee or other charge that covers at least a part 
of the expense involved. 

It might be more equitable to make greater use of 
the cost-of-service principle in order to lighten the 
tax on real estate. A charge might be imposed for 
special police service given to banks, theaters, and other 
business establishments. The added expense of pro- 
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viding high pressure water zones to provide fire protec- 
tion to tall buildings could be charged to their owners. 
The cost of fire protection to different types of buildings 
might be shared more nearly in accordance with the 
expense involved to the municipality, just as fire in- 
surance premiums vary with fire hazards. The man 
who erects a fireproof building, installs automatic 
sprinklers, and in other ways reduces fire risks, now is 
penalized for helping the city to spend less for fire 
protection because the assessed valuation of his prop- 
erty is increased and he must pay taxes for the main- 
tenance of the fire department out of all proportion to 
those paid on the type of buildings that have most of 
the fires. 

BENEFIT PRINCIPLE 

The benefit received, rather than the cost of ren- 
dering a government service, provides a different justi- 
fication for collecting public revenue. For example, a 
corporation pays fees and taxes to hold a charter that 
permits it to do business as a corporation. The amount 
paid is usually far greater than the actual cost to the 
state of issuing a charter. But the benefits received 
from having a corporation charter are sufficiently great 
that high fees will be paid to obtain one. 

It is sometimes maintained that the benefit principle 
provides an equitable basis for distributing the revenue 
load among individuals. If one man receives twice as 
much berttfit from government as another, he should 
pay twice as much toward its support according to this 
view. But how measure the value of the benefit an in- 
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dividual derives from government ? Protection and edu- 
cation have general benefits to the whole community 
but how determine the degree of benefit a certain Iowa 
farmer receives from the navy, or a certain wealthy 
bachelor secures from the existence of free public 
schools ? 

Socially desirable services rendered by government, 
such as safeguarding the public health, maintaining 
order, and sanitation, are beneficial to the whole com- 
munity. Thus, the maintenance of public health by vis- 
iting nurses, or by public clinics, is of particular bene- 
fit to the individuals who are directly helped by the 
visiting nurse or who go to the public clinic for treat- 
ment. But, in addition, the rest of the community 
benefits by the better health of their neighbors, and by 
the reduction in the prevalence of contagious diseases. 
Similarly, sewers in the less desirable sections of the 
community reduce the likelihood of epidemics which, 
if started, might penetrate into areas wealthy enough 
to pay for their own sanitation facilities. Tax-supported 
public schools directly benefit the pupils attending them 
but they also indirectly benefit others by providing a 
more intelligent and productive population to buy 
goods and supply labor. 

These examples illustrate the futility of attempting 
to measure the value of the benefit that different per- 
sons obtain from government. But even if it could be 
measured, under the modern economic system with its 
unequal distribution of income, the collection by gov- 
ernment for most of its services according to benefit 
would be impossible. Study of the data on the personal 
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distribution of income in the United States discloses the 
fact that the market appraises so cheaply the services 
of a large number of the people that their incomes pro- 
vide only a meager subsistence. It would be impossible 
to force the low income groups to pay in proportion to 
the benefits received from government. In fact, a large 
number of persons with little or no income are sup- 
ported by government, either in public welfare institu- 
tions, or by relief in one form or another. 

Justifiable Use of Benefit Principle. Earlier it was 
pointed out that the cost-of-service principle could not 
serve as the sole basis of raising public revenue, but that 
it had certain proper applications in the revenue sys- 
tem. Bridge tolls, postage stamps, and other prices and 
fees for the use of publicly owned enterprises and 
government services illustrate the cost-of-service prin- 
ciple. Similarly, while the benefit principle cannot 
be accepted as a universal principle, it nevertheless 
has a proper sphere for its application. The benefit 
principle is invoked to justify such revenues as the 
gasoline tax, corporation taxes, and special assess- 
ments. 

Public expenditures for certain kinds of improve- 
ments, such as street paving, usually increase the value 
of adjoining land. Special assessments are levied against 
the land according to the benefit received by the owners. 
The amount of benefit is measured by the increase in 
land values expected as a consequence of the public 
improverfitmt. When the improvement raises the value 
of property, it is more equitable to finance its construc- 
tion by taking the unearned gain through special assess- 
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merits, than to pay for it by levying a general tax on the 
whole community. 

The gasoline tax and the automobile license tax are 
justified on the ground that motorists especially bene- 
fit from the use of improved roads, and therefore should 
pay special taxes to construct and maintain them. 

The taxes levied on pay rolls for old-age annuities 
and unemployment benefits under the national social 
security program are applications of the benefit prin- 
ciple. The pay-roll taxes may be regarded as a com- 
pulsory saving by workers for their old age and for 
the contingencies of unemployment characteristic of 
modern economic society. 

ABILITY-TO-PAY PRINCIPLE 

A third basis for raising public revenue is according 
to the ability of a person to contribute to the support of 
government. A popular expression is that “taxes should 
be based on ability to pay.” What constitutes taxpaying 
ability and how can it be measured? In an extreme 
sense the public revenue collected from any source in- 
dicates the existence of ability to pay; otherwise the 
funds could not be collected. However, no one would 
contend that all taxes and other sources of public 
revenue follow the ability-to-pay principle. In fact, be- 
cause some of them bear so much more heavily on per- 
sons with small incomes, they are said to run counter 
to the ability principle. This suggests that with a tax 
based on the ability-to-pay principle, the amount of the 
tax ultimately borne by different individuals would 
depend on their relative economic positions. That is, a 
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rich man would pay a larger tax than a poor man. 

The Sacrifice Concept of Ability. The earlier sub- 
jective concept of the ability principle was one in which 
the proper measure of a tax was believed to be the 
amount of sacrifice involved in paying it. One view 
was that the tax burden should be distributed in such a 
way that the sacrifice would be equal for everyone. 
That is, the taxes paid by a rich man should involve 
the same sacrifice on his part as the sacrifice made by 
a poor man resulting from the taxes he bears. 

Objective Concepts of Ability. As sacrifice is a sub- 
jective concept and hence is not amenable to generally 
accepted standards of measurement, it is desirable to 
have more objective criteria of ability to pay. There are 
two distinct aspects of differences in ability to pay taxes. 
In the first place, the amount that a person has left for 
personal consumption after he has paid his taxes, or 
the objective manner in which the taxes affect his 
standard of living, may be analyzed. For example, 
taxes aggregating $ioo in a year borne by a man with 
an income of $i,ooo leave very little for medical and 
dental care, perhaps nothing for insurance and savings 
for old age, and may even compel him to deny him- 
self or his family some of the necessities for a reasonable 
standard of health and decency. Taxes that in the ag- 
gregate take ten per cent of the income of a man who 
has an income of $1,000,000, on the other hand, may 
mean simply that he has one yacht instead of two, 
three moKw cars instead of five, and twenty servants 
instead of thirty. 

The second aspect of ability to pay is the objective 
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fact of whether it is easy or difficult to secure the in- 
come. Most of the small incomes are obtained as wages 
or salaries for labor. After a person has accumulated 
capital, however, a large portion of his income may be 
derived from investments, and this enables him to se- 
cure more income with less effort proportionately than 
can be done by the person with little or no capital. 
Thus, the relatively greater ease in obtaining income 
by the wealthy, and the less socially harmful effects 
of taxes on their standard of living, justify the belief 
that they have more taxpaying ability than the low in- 
come groups. 

Measurement of Taxpaying Ability. Either the value 
of a person’s riches or the size of his annual net in- 
come may be used as an objective measure of his ability 
to pay taxes. Both the inheritance tax based on the value 
of the inheritance and the personal income tax based 
on net income are examples of taxes usually considered 
to be in harmony with the ability principle. Difficulties 
in determining the value of a person’s wealth or in 
calculating his net income may be encountered, but 
either is an objective index of ability. Neither of these 
bases when used alone, however, is entirely satisfactory 
as an index of taxpaying ability. This point will be dis- 
cussed later.^ 

It mi^ht seem that the general property tax is in 
proportion to the value of a man’s property and roughly 
follows the ability-to-pay principle. In an earlier day 
this was more nearly true than now. In modern times 
such a large proportion of property has come to be rep- 

^ See below, p. 270. 
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resented by intangible forms of ownership, such as 
securities of various types which ordinarily escape as- 
sessment under the general property tax, that the prop- 
erty tax is not based upon a man’s total riches. For 
example, a farm worth $10,000 may have a mortgage 
of $5,000 against it. Under the property tax, as ad- 
minstered in most parts of the country, the holder of 
the mortgage is not taxed on the $5,000 of his riches 
represented by the mortgage. On the contrary, all of 
the taxes on the farm are paid by the man owing the 
mortgage, although his riches include only half and 
not the full value of the farm. In contrast, the levying 
of a tax upon an inheritance is more in accord with the 
ability-to-pay principle than the general property tax, 
because the value of the riches inherited, whether con- 
sisting of property in tangible or intangible form, is 
used as the measure of the tax. 

The amount of a person’s riches should not be the 
sole criterion of ability to pay, since it fails to include 
taxable ability represented by salaries, fees, commis- 
sions, and other income from personal services. A man 
may have a large income and consequently have ability 
to pay taxes, although he may own little or no property. 
Likewise, it is not justifiable to use income as the sole 
criterion of taxable ability. A man may own stocks 
which at the time are not paying dividends but which 
at current market prices are worth millions of dol- 
lars. The fact that he has no current income from his 
'riches does not mean that he does not have ability to 
pay taxes, ^Idiough he may be forced to sell some of 
his stocks to do so. 



REVENUE SYSTEM 


271 

If income is taken as a measure of ability to pay, 
it is important to recognize that it is not gross income, 
but net income, that measures taxable ability. Thus, 
a storekeeper may have gross receipts of $10,000 in a 
certain year, but, after the wholesale cost of the goods 
and other business expenses are deducted, he may have 
only $3,000 that may be regarded properly as the in- 
come from his business. 

Ability to pay taxes depends not only upon the size 
of the net income but also upon the nature of the in- 
come. It is usual to distinguish between income from 
personal services, commonly called “earned” income, 
and income from capital investments, or “funded” in- 
come. An income of $5,000 received by an individual 
solely from labor services does not represent the same 
taxable ability as an equal sum received by another per- 
son from investments. The person without property 
must save part of his income, if he is to provide for his 
dependents in the event of his death, and to provide for 
himself and family against the time when his income 
will cease as a result of old age, illness, or other in- 
capacity. In contrast, if the person receiving the $5,000 
income from investments dies or is incapacitated, the 
income will continue, so that there is not the same need 
for him to save part of his income. 

The question arises whether two individuals having 
the same income have the same ability to pay, if one 
has a family and the other has no dependents. The per- 
sonal exemptions in income tax laws take into account 
the fact that a man with dependents must first sup- 
port his family and, consequently, has less clear income 
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left from which to pay taxes. It is recognized that a 
certain minimum standard of living should be allowed 
before the individual is required to pay the income tax. 
Of course, persons not subject to the income tax be- 
cause of the exemptions do not escape bearing taxes, be- 
cause some taxes are shifted to them in the prices they 
pay for goods and services. 

PROPORTIONAL, PROGRESSIVE, AND 
REGRESSIVE TAXES 

Tax rates can be proportional or they may be gradu- 
ated progressively or regressively in relation to the 
tax base. The tax base may be the assessed value of 
property as in the property tax, net income as in the 
income tax, the number of gallons of gasoline sold 
as in the gasoline tax, the receipts from sales as in a 
sales tax, and so on. The property tax has a proportional 
rate, such as $3.73 per $100 of assessed valuation, which 
is the same for all property owners within a given tax 
district regardless of the amount of property they own. 
The rate per $100 of assessed valuation is the same on 
the carpenter’s cottage as on the rich man’s mansion 
in the same municipality. On the other hand, a pro- 
gressive inheritance tax has rates that are graduated 
upward in accordance with the size of the amount in- 
herited. Thus, a person who receives an inheritance of 
$10,000 might be taxed at the rate of five per cent, while 
one who inherits $20,000 might be taxed at eight per 
cent. If the ^rst person were taxed at a rate of eight 
per cent ana the latter at the rate of five per cent, the 
rates would be graduated regressively. 
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The discussion to this point has had to do with the 
definition of progression or regression of the tax rate 
in relation to the tax base; but a still more significant 
meaning of progressive or regressive taxation concerns 
the amount of tax borne by different persons, in rela- 
tion to their ability to pay as indicated by the relative 
size of their riches and incomes. Certain taxes that are 
proportional, so far as the relation of the rate to the tax 
base is concerned, are really regressive in relation to 
ability to pay because they bear more heavily on those 
with smaller incomes. This is generally true of what 
are ordinarily called indirect taxes such as the taxes on 
tobacco and most other taxes the burden of which is 
shifted to consumers. A two per cent retail sales tax 
is a tax of two per cent on the purchase price of com- 
modities regardless of the income position of the pur- 
chaser. Consequently, although it has a proportional 
rate, it is regressive in its incidence because of its greater 
relative burden on persons with low incomes who 
must spend most of their purchasing power on con- 
sumer goods subject to the tax.® 

Reasons for Progressive Taxes. In the United States 
there are two types of taxes in general use which are 
progressive in incidence; the progressive personal in- 
come tax and the progressive death taxes. Most of the 
other taxes tend to be regressive in their incidence 
despite the fact that they rarely have regressive rates. 
If the net effect of taxation is not to be regressive, it is 
necessary to use progressive income and inheritance 
taxes to offset the regressive effect of other taxes to 


3 For the definition of incidence, sec below, p. 278. 
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achieve even proportional taxation in the tax system as 
a whole. The use of progressive taxes may be favored 
by one who believes merely that the net effect of taxa- 
tion should be proportional. But there are those who 
believe that if the ability-to-pay principle is followed, 
not only should some taxes in the system be progressive 
but the tax system as a whole should be progressive in 
the distribution of its burden. These points of view de- 
pend upon the conception of what is an equitable tax 
and what is an equitable revenue system; and it is clear, 
from what has been said, that the question of the equity 
of a particular tax is not so important as the equity of 
the revenue system as a whole. A particular tax may be 
extremely regressive, when viewed alone, but it may be 
part of a revenue system that on the whole is equitable, 
since the regressive effects may be counteracted by pro- 
gressive taxes. 

If it is believed that taxation as a whole should be 
progressive in incidence (that a wealthy person should 
bear more taxes in proportion to his riches or income 
than a person with a small income) it should be ob- 
served that there is no reliable basis for judging how 
progressive taxation should be in order to be equitable. 
In fact, the equity of government finance depends not 
only upon the nature of the revenue system but also 
upon the way the money is spent. If the money is ex- 
pended, for the most part, for services that give rela- 
tively greater benefit to the lower income groups, tax- 
ation in the aggregate need not be as progressive to be 
equitable as ff'this were not the case. 

There are some who believe that the progression 
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should be sufficiently great to bring about a redis- 
tribution of wealth and income, because of the pre- 
sumed existing inequitable distribution. There is no 
doubt that, when taxation as a whole actually is pro- 
gressive, it tends to reduce somewhat the existing in- 
equalities in the distribution of wealth and income. 
This is true particularly when the revenue is used 
largely for expenditures on social services that chiefly 
benefit the lower income groups. However, progressive 
taxation need not be used deliberately for this purpose 
but may be justified as the logical method of taxation 
resulting from the application of the ability-to-pay 
principle to secure an equitable apportionment of the 
tax load. 


SOME FEATURES OF A SATISFAC- 
TORY REVENUE SYSTEM 


Probably no revenue system could be devised that 
would please everyone. The citizen usually will regard 
a tax as good or bad depending upon how painfully it 
touches his own pocketbook. It is always easier to say 
what a suitable revenue system should be than to devise 
one that is both practical and equitable. 

The first practical test of a sound tax system is fiscal 
adequacy; it must be capable of producing the amount 
of revenue needed to support the services that the com- 
munity decides should be performed by government. 
Not only must it produce sufficient revenue at the time, 
but it must have fiscal adequacy from the point of view 
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of the future. Some taxes, if too heavy, will destroy the 
base upon which they are levied, and the revenue from 
them will dwindle. “The patrimony of the State must 
not be impaired.” 

The tax system also should be equitable. It has been 
pointed out that the equity of a particular tax is not 
as important as the equity of the revenue system as a 
whole. Thus, although fiscal adequacy and other re- 
quirements necessitate the use of some taxes that are 
regressive in their incidence, this can be sufficiently 
counterbalanced by progression in other taxes. 

A tax law should be as simple as practicable so the 
taxpayer may easily understand how to determine the 
amount of his tax and how, when, and where he has 
to pay it. Modern economic society is highly complex, 
however, and an income tax law, for example, can 
hardly be simple and at the same time give an adequate 
definition of income and description of procedure to be 
followed in calculating the tax. 

It is desirable that the cost of administering a tax 
should take only a small proportion of the revenue it 
produces. In some cases, however, a larger amount 
spent to prevent evasion and to secure more equitable 
and efficient administration would be better economy. 

The revenue system should be flexible, that is, easily 
adjustable to changing conditions. For this reason it is 
unwise to embed tax legislation in a constitution. 

An equitable and fiscally adequate tax system must 
be composed of a number of different taxes. It has some- 
times been suggested that one tax, such as a tax on land, 
or a personal income tax, should be used to raise all 
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the revenue. In view of the large sums required by 
modern governments, there is no single tax which, with 
rates that would be at all practicable or politically pos- 
sible, would be fiscally adequate. Even if sufficient 
revenue could be obtained from one tax, it would not 
be as equitable as a revenue system composed of a num- 
ber of different sources of revenue; because, as empha- 
sized before, there is a proper place for the application 
of the cost-of-service, the benefit, and the ability prin- 
ciples in an equitable revenue system. 
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Tax 


Incidence 


THE MEANING OF SHIFTING AND 
INCIDENCE 

The equity of taxation necessarily depends upon the 
final resting place of the taxes involved, or the incidence 
of their burden. In many cases, a tax is shifted, that is, 
the taxpayer who pays it in the first instance passes the 
tax along to others who bear its burden in the prices 
paid or received for certain commodities or services. 
Thus, the tobacco companies pay the federal tax of seven 
cents a package on cigarettes, but the tax is included in 
the price paid for cigarettes by the consumer so that the 
latter really bears the burden of the tax. The incidence 
of a tax is upon the person who finally bears it. Some- 
times the incidence is upon the original payer of the tax. 
For example, the poll tax is not shifted but is borne by 
the person paying it. 

As will be shown later, there may be forward or 
backward shifting of taxes. The burden may be passed 
forward to the consumer in the form of a higher price 




TAX INCIDENCE 


279 

than he otherwise would be required to pay, or it may 
be shifted backward in the form of a lower price than 
otherwise would be received. For example, a tax based 
on employers’ pay rolls, under certain conditions, might 
be shifted forward to consumers and, under other con- 
ditions, might be shifted backward to employees in the 
form of lower wages than they would receive other- 
wise. 

CONDITIONS ESSENTIAL FOR SHIFTING 
OF TAXES 

In order that a tax may be shifted, it is essential that 
there be a price transaction to serve as the vehicle for the 
shifting of the tax. Not only must there be a price 
transaction, but a price must be affected by the tax. 
A price must be different from what it would be if the 
tax were not levied. 

When a tax is shifted it usually causes a price to be 
changed, but a change in price does not prove that 
shifting has occurred; and the lack of a change in price 
does not demonstrate that the tax is not shifted. Other 
factors may have caused the change in price, or may 
offset the effect of a tax that is being shifted and cause 
the price to be the same. But if a tax is shifted, the price 
must be either higher or lower for the same quality and 
quantity than it would have been if the tax had not been 
levied. 

Taxes do not automatically shift themselves; it re- 
quires positive action, on the part of someone, to pass 
the load on to another. All who pay taxes may have the 
desire to shift their taxes, but the conditions must 
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be such as to enable them to influence price, and there 
must be the will and capacity to do so. The conditions 
of supply and demand relating to the price, through 
which shifting is contemplated, determine whether or 
not a tax can be shifted. A tax can be shifted only if 
it affects price; and it can affect price only by influenc- 
ing either supply or demand.^ 

In order that there may be a forward shifting of a 
tax through a higher price than would exist without 
the tax, there must be either an increase in the demand 
or a reduction in the supply as a result of the tax. Since 
there is no reason why the demand for the thing taxed 
should increase because of the imposition of a tax, for- 
ward shifting must be effected through a reduction in 
supply resulting from the tax. How is supply reduced 
by a tax, and under what conditions.? In order that a 
tax shall have the effect of curtailing supply, it must 
be one that, by increasing costs of production, will 
affect marginal production. The increase in costs of 
production, with demand the same, will reduce profits 
(or increase losses) and may force producers to curtail 
output, or it may cause some marginal producers to go 
out of business altogether, thereby restricting the supply. 
If the tax causes a restriction of supply relative to the de- 
mand, a rise in the price of the product tends to occur 
and the producers may shift all or part of the tax for- 
ward to consumers. When'^producers raise their prices 
as soon as the tax is imposed, as often happens, the 
higher price can be maintained provided the supply is 

1 Cf. Mdsaac and Smith, Essential Economic Principles, especially Chap- 
ters IV-VIII, on the relationship between demand, supply, and price. 
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curtailed to the smaller quantity that buyers will take at 
the increased price. 

Not all taxes have the effect of restricting supply. A tax 
based on net income is paid only by those producers who 
have a net income above costs. An excess-profits tax is 
levied only on firms that have profits in excess of some 
specified amount or rate. Marginal or no-profit concerns 
do not pay the tax and continue to produce as much as 
they would if such a tax were not levied. The fact that 
their competitors have to pay an income or excess-profits 
tax is no reason for the marginal firms, which do not 
pay such a tax, to discontinue or reduce production. If 
the firms that pay the tax were already maximizing 
their returns under the prevailing price and cost con- 
ditions, the levy of the tax would not affect those com- 
petitive conditions. If they attempted to raise prices in 
consequence of such a tax, they would merely injure 
themselves by driving business to their competitors who 
are not paying the tax. 

On the other hand, a tax levied on all the firms in an 
industry, such as a tax on all cigarettes manufactured, 
affects the marginal costs of all firms and therefore does 
affect the competitive cost situation in the whole indus- 
try. There arises a motive for all producers to revise their 
output programs in such a manner as to maximize their 
net returns under the new cost conditions, and there is 
also a resulting additional pressure upon marginal firms 
whose costs are now increased. As explained above, 
when a tax increases the costs of all producers it tends 
to cause some producers to curtail their output, thus 
permitting the tax to be shifted, at least in part. 
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FACTORS AFFECTING TAX SHIFTING 

Size of the Tax. Some types of taxes are shiftable 
under favorable circumstances, but whether they are in 
fact shifted and the relative ease or difficulty of shifting 
depend on various factors. A tax of a shiftable type may 
possibly be shifted fairly quickly if it is a heavy one, 
while the same kind of tax might not be shifted at all 
if it were a light one. To be shifted, a tax must be large 
enough to make worth while the necessary readjust- 
ments. If the tax is a small one, it may be less costly for 
the taxpayers to absorb it, or bear the tax themselves, 
than to attempt to shift it. Particularly would this be the 
situation where producers of branded products are sen- 
sitive to the influence the rise in prices would have upon 
the goodwill for which they may be spending large 
sums in advertising. Similarly, the readjustment of pro- 
duction programs in order to curtail supply and bring 
about the shift of the tax in higher prices might involve 
technological or personnel problems that the business 
enterprise would be loath to undertake for the sake of 
shifting a relatively small tax. 

Size of the Taxable Area. The size of the area to which 
the tax applies also affects the ease or difficulty of tax 
shifting. A tax that applies to the production and sale 
of a product throughout the entire nation is more easily 
shifted than a similar tax levied by only one or a few 
states and not by the others. For example, if one coal- 
producing state levied a special tax on each ton of coal 
mined, wfiiile others did not, it would tend to have the 
effect of decreasing the amount of coal mined in the 
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taxing state and of increasing the amount of coal mined 
in the states without such a tax. The coal producers in 
the state levying the tax would not be able to raise 
the price of their coal in competitive markets and would 
be compelled to readjust their mining to a smaller 
amount of coal, abandoning less productive mines and 
devoting their operations only to the more efficient 
mines where costs of production were sufficiently low 
to enable them to make profits even after the tax was 
paid. 

E^ect of the Tax on Supply. The imposition of a 
shiftable tax will cause the supply of some commodities 
and services to be reduced much more promptly than 
others. In many cases, because of heavy overhead costs 
and for other reasons, it may take a considerable time 
to bring about the adjustments in supply necessary to 
permit the shifting of the tax. In the long run, permit- 
ting sufficient time for readjustments in costs through 
technological or other changes, a tax will tend to be 
shifted if other conditions are favorable to such shift- 
ing. The ease of shifting a tax depends upon the facility 
with which capital can be withdrawn or put into an in- 
dustry and the length of time involved in bringing 
about such changes. When a tax is imposed, it may be 
borne for a time by the producer because of the diffi- 
culty of removing capital from that industry and apply- 
ing it to uses elsewhere in the economic system. 

Effect of the Tax on Demand. Another factor 
affecting shifting is the degree of change in the quan- 
tity demanded resulting from price changes when a tax 
is imposed. A tax on a product such as salt or tobacco 
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that has a relatively inelastic demand ordinarily is more 
easily shifted to consumers than one upon a product 
that has a highly elastic demand. This is because output 
must be curtailed more severely when the demand is 
elastic in order to raise the price sufficiently to shift the 
tax. The demand for a particular product may be elastic 
because of the availability of substitutes. If substitutes 
ajre readily available for a product that is taxed, consum- 
ers will use more of the substitutes when the price of the 
taxed product is raised. 

Use of the Revenue. The revenue produced by a tax 
may be expended in a manner that tends to increase de- 
mand and thus facilitates the shifting of the tax. 

An example of this is the gasoline tax, which is gen- 
erally shifted by producers to the purchasers of gaso- 
line. The spending of gasoline tax funds to improve 
roads contributed to the increase in the number of motor 
vehicles, which in turn increased the demand for gaso- 
line, thus making it easier for producers to shift the tax 
to consumers. 

The gasoline tax also illustrates the fact that a tax 
can be shifted forward, although the price of the prod- 
uct falls instead of rises. With the greatly expanded 
market for gasoline and the lower costs of produc- 
ing it, because of technological improvements, mass- 
production methods, and discovery of new oil fields, 
the price, including the tax, is less than the price paid 
for gasoline years ago before the tax was imposed. 
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TAX CAPITALIZATION 


The preceding discussion has been confined to the 
analysis of the circumstances under which taxes may 
be shifted through the prices paid or received for com- 
modities and services. The process of tax capitalization 
may be distinguished from tax shifting, but this also 
is a method whereby the burden is transferred so that 
the incidence is not upon the person paying the tax to 
the government. In certain cases, a tax that is not 
shifted, in the ordinary sense of the term, has the effect 
of reducing the capital value of the thing taxed; 
that is, the tax is capitalized. Thus, as will be shown 
presently, the property tax on land ordinarily is not 
shifted to consumers, tenants, or wage earners in the 
form of higher prices for goods, higher rents, or lower 
wages, but has the effect of tending to cause the value 
of the land to be less than it would be without the tax. 

CONDITIONS ESSENTIAL FOR TAX 
CAPITALIZATION 

The capital value or present worth of an investment 
is a result of the capitalization of the expected future 
net incomes to be derived from it.“ When a tax reduces 
the net income it will be reflected in a lower capital 
value of the investment, provided certain conditions 
exist. There are four conditions necessary for tax cap- 
italization to occur. First, the thing taxed must be one 


2 Ibid., Chap. XII. 
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from which there is an expected series of future in- 
comes. Second, the thing taxed must have a capital or 
investment value. Third, the tax must be one that is 
not shifted, so that it constitutes an expected certain 
deduction from future income. Fourth, the tax must be 
exclusive or unequal in amount; that is, it must not 
apply equally or in the same degree to all possible forms 
of investments. The necessity for these conditions for 
tax capitalization will be made apparent by an analysis 
of some examples. 

Suppose that a certain type of bond, for example a 
fifty-year bond of a steel company with a par value of 
$100 and bearing interest at five per cent, sold in the 
investment market at a price of $ioo. This means that 
the purchaser at that price obtains a return of five per 
cent on his investment. Suppose now that an annual 
tax equal to one per cent of the par value is imposed 
only upon bonds. The effect of the tax is to reduce the 
annual net income from such a bond from $5 to $4, and 
if the prevailing rate of interest remains the same as be- 
fore, the present worth of this bond would be $4 divided 
by five per cent, or $80. At a price of $80 for this bond, 
a purchaser would earn five per cent, but if he paid 
$100 for the bond, the yield on his investment would 
be only four per cent. Inasmuch as he can invest his 
money in other property or securities that have not been 
singled out for this tax, he will be unwilling to pay 
more than $80 for this particular bond. Note that when 
he pays $80 for the bond, he will not bear the burden 
of the annuat tax of one dollar he has to pay upon it, 
because he has anticipated the future tax payments in 
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the purchase price of the bond and will realize a rate 
of return on his investment equal to the rate of return 
on untaxed investments of similar risk. The holder of 
the bond at the time the annual tax of $i was imposed 
bears the burden of the tax by losing $20 on the capital 
value of the bond. 

It is very rare that a government will single out a 
specific type of security for taxation, but it may make 
certain securities tax exempt. The capitalization prin- 
ciple explains the fact that when government bonds 
are tax exempt their market value is somewhat higher 
in proportion to their yield and degree of risk than 
would be the case if they were taxable. 

CAPITALIZATION OF THE LAND TAX 

In practice, the most important example of tax 
capitalization is the property tax on land. The value of 
land, like any other income-producing agent, depends 
upon the capitalization of the future expected income. 
Suppose there are three lots in the same city, each 
equally suitable for an open-air parking area for auto- 
mobiles. The lots are so situated that the composite de- 
mand schedule of customers is the same for each lot, 
and the competitive price for parking is twenty-five 
cents per day. It is a matter of indifference to patrons 
on which lot they park their cars. Under these circum- 
stances, conditions of volume of business and costs are 
such that each lot commands a competitive annual 
rent of $500. In other words, the supply and demand 
situation is such that this would be the annual rent paid 
for any one of the parking lots. 
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Let us assume that any other more profitable use for 
these lots is nonexistent or so far distant in the future 
that it plays no part in the market valuation that would 
attach to them ; and that the prevailing rate of interest 
is five per cent. Suppose that one of the lots is tax ex- 
empt, and the other two are taxed at varying rates, one 
at $100 and the other at $200 per year. Under these cir- 
cumstances, the following varying conditions would 
prevail with respect to these three lots: 


Lot No. 

Annual 

Tax 

Annual 

Rent 

Rent Minus 
THE Tax 

Capital 
Value 
(net income 
.05) 

I 

$100 

$50^ 

$400 

$ 8,000 

2 

$200 

$500 

$300 

$ 6,000 

3 

Exempt 

$500 

$500 

$10,000 


The owner of Lot Number 2, paying the $200 tax, 
cannot shift the tax by charging more than twenty-five 
cents for parking. Such a policy would be unprofitable 
to him because he would lose business to his competitors 
on the other two lots, and hence he would be worse off 
if he raised the price than if he kept it at twenty-five 
cents. It has been assumed that these parking enterprises 
have already maximized their net receipts under the 
prevailing conditions of supply and demand with a 
resulting competitive price for parking of tvventy-five 
cents per day. 

Moreover, according to the same assumptions, the 
owner of Lot Number 2 would not be able to lease it to 
a person who would pay more than $500 annual rent, 
because a prospective enterpriser would choose some 
other site for a parking business if the annual rent on 
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this lot were more than $500. There is, therefore, no 
way in which the owner of the lot may shift the tax, 
either to people who park their automobiles on it, or to 
a tenant who might lease the land. A prospective buyer 
will take this fact into consideration in the price he will 
offer, so that the tax will be capitalized as a result of 
the reduction of the capital value of the lot. Without 
the annual tax of $200, Lot Number 2 would be worth 
$10,000 ($500 -T- .05) ; but with the tax it is worth only 
$6,000 ($300 .05). In the same manner, the annual 

tax of $100 on Lot Number i would be capitalized so 
that the value of the lot would be $8,000 ($400 .05). 

At these prices a buyer would receive a return of five 
per cent on his investment. 

Under these conditions, it is interesting to point out 
that any new purchaser of Lot Number 3 does not bene- 
fit by the fact that it continues tax exempt, because by 
virtue of the exemption the purchase price is higher 
so that the net yield on his investment will be the 
same as if he purchased one of the other lots at a 
lower price. Under competitive conditions, he would 
have to pay $10,000 for the tax-exempt lot, $6,000 for 
Lot Number 2, and $8,000 for Lot Number i ; and in 
each of the three cases, the net yield on his investment 
would be the same when purchased at these prices. 
If, after purchasing this tax-exempt lot, its exemption 
were unexpectedly nullified and a tax of $100 imposed, 
its capital value would shrink to that of Lot Number i, 
and the owner of the lot at the time of this change 
would bear the whole tax as a result of tax capitaliza- 
tion. Only a small proportion of privately owned land 
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is tax exempt, but this is immaterial so far as the capi- 
talization of the tax on land is concerned, since inves- 
tors can invest their capital in tax-exempt securities. 
In other words, the property tax on land is exclusive 
or unequal in that it does not apply to all forms of 
investment. 

Complicating Factors. It must not be supposed that, 
in practice, tax capitalization is a precise mathematical 
calculation as in the illustrations above. In a dynamic 
economy the taxes, as well as other factors that affect 
the capital value of land or any other investment, are 
variable, so that an investor cannot be certain what they 
will be in the future. Changes in economic conditions 
affecting market prices and changes in the size of the 
tax will affect the net income and hence the capital 
value. Moreover, even if the net income were to remain 
the same, changes in the prevailing rate of interest 
may occur and these would also affect the capital 
value. Finally, capital values may be unduly inflated 
for extended periods by speculative buying and selling, 
which might well conceal for a time the effect of tax 
capitalization. 

Land may rise in value, despite increases in the tax 
upon it, because of population growth and other factors 
that affect its value. But its value, of course, would 
be even greater if the tax were not levied upon it. An in- 
crease in the tax on land may not be fully capitalized 
because it may be compensated, at least in part, by the 
benefit t6 -property owners resulting from the expendi- 
ture of the money. The revenue may be used for a park, 
paved streets, or other improvements and government 
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services that can affect the value of property in the 
community. If these same improvements and services 
were provided by raising the revenue from some other 
tax, the capital value of the land probably would be 
greater than when they were financed by the tax on 
land. 


THE INCIDENCE OF VARIOUS TAXES 


INCIDENCE OF THE GENERAL 
PROPERTY TAX 

The principles of tax incidence will now be applied 
to an analysis of the incidence of particular taxes. First, 
the incidence of the general property tax will be ex- 
amined. This is a tax at a uniform rate in a given 
taxing district on the assessed valuation of the taxable 
real and personal property in the district. The incidence 
of the general property tax is not the same for all 
kinds of property and is not the same under all condi- 
tions. Part of this tax is shifted to tenants in higher 
rents, part is passed on to consumers in higher prices, 
part of the tax is capitalized, and some of it is borne 
by the persons who pay it in the first instance. 

Personal Property. The tax on personal property 
(property other than land and improvements upon it) 
may or may not be shifted, depending upon the condi- 
tions of supply and demand existing at the time. The 
property tax on a person’s household goods, clothing, 
jewelry, and other personal effects cannot be shifted 
forward, for there is no subsequent price transaction 
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through which such shifting could occur. If, however, 
consumers anticipate the personal property tax and 
allow their actions p be affected by it, their demand 
for the taxed articles may be decreased, and the market 
prices of these articles may be lower than they would 
be in absence of the tax. If this occurs, the tax may be 
shifted backward, at least in part. On the other hand, 
when consumers buy these things, the prices paid for 
them probably include at least part of property taxes 
paid by the producers of raw materials, the manufac- 
turers, the transportation companies, the merchants, 
and any other business enterprisers essential to the pro- 
duction and distribution of the goods. 

The property tax on tangible personal property used 
for business purposes, such as machinery and equip- 
ment, materials and supplies, and finished goods, con- 
stitutes part of the cost of producing the final product. 
Ordinarily goods will not be supplied except at a price 
that will cover the producer’s costs, so that normally 
the tax on personal property used in business is shifted 
to consumers. This does not always occur in fact, how- 
ever, because at times the conditions of supply and de- 
mand are such that a business enterpriser cannot obtain 
a price that will be sufficient to enable him to pass on 
to consumers all of the taxes he pays on tangible per- 
sonal property. 

The general property tax on intangible personal 
property, such as stocks, bonds, and mortgages, usually 
has the effect of driving intangibles into hiding so that 
they are not assessed and consequently not reached by 
the property tax. The hiding of intangible property to 
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escape taxation is not an instance of the shifting of a 
tax, but is an example of tax evasion. 

Real Property. The term real property is convention- 
ally used to describe property in land, buildings, and 
other improvements upon land. It is distinguished from 
personal property, which consists both of tangible per- 
sonal property such as the furniture owned by an in- 
dividual, or the machinery, tools, and equipment owned 
by a business concern, and of intangible personal prop- 
erty, such as securities of various kinds. The property tax 
on land tends to be capitalized, while the tax on build- 
ings and improvements, under certain conditions, tends 
to be shifted to tenants or consumers. When a dwelling 
is occupied by the owner, there is ordinarily no price 
transaction through which a shifting of the tax on the 
building can occur. If a home owner takes in roomers, 
however, there would be a price transaction and part of 
the tax on the building might be shifted to them in the 
rent they pay. The following discussion will first ex- 
amine the incidence of the property tax on land, both 
urban and agricultural, and will then turn attention to 
the subject of the incidence of the tax on buildings and 
improvements. 

Urban Land. It will be recalled from the preceding 
discussion that the rental value of land is determined in 
a market by supply and demand like any other price. 
The size of the tax paid by the owner on a piece of 
land has no significance to a prospective tenant and 
does not affect the amount of rent that he would be 
willing to pay for the use of the land. But it does have 
significance to a prospective buyer, who ordinarily 



PUBLIC FINANCE 


294 

will take the tax into consideration when deciding on 
the price he would be willing to pay for the land. 

The tax does not materially affect the supply of 
land, an important fact with respect to its incidence. 
In the case of urban land, the use of the land is gen- 
erally related to its site or location in the city. Regard- 
less of the use to which the land is put, the site itself 
is virtually perpetual and may be regarded as completely 
durable. A building lot does not wear out, whereas 
buildings burn down, depreciate, become obsolete, and 
have to be replaced if the supply is not to be reduced. 
A building can be torn down to avoid paying the 
property tax upon it, but the land upon which it stood 
remains there to be taxed year after year. 

Since the supply of urban land is not reduced by the 
levy of a tax on it, and since the rent that can be obtained 
for its use is not increased by the tax, there is no pos- 
sibility of shifting, but the tax can be capitalized. In 
other words, the amount that will be paid by a pur- 
chaser of the land site tends to be less than it would be 
if it were not taxed, by the amount of the capitalization 
of the tax at the prevailing rate of interest. 

Agricultural Land. The problem is more complicated 
in the case of agricultural land, but analysis will dis- 
close that the property tax on agricultural land also is 
not shifted and results in tax capitalization. Normally, 
the prices that will be paid for the products of agricul- 
tural land are determined in the market by the forces 
of supply #{ind demand and, unless it can be demon- 
strated that the property tax causes the supply of 
agricultural products to be curtailed, the tax cannot be 
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shitted to consumers. The rent or usance value of agri- 
cultural land depends, not only on the prices that can be 
obtained for the commodities produced, but also upon 
the location or nearness to market or marketing facili- 
ties, climate, fertility (the quantity and quality of the 
produce the land will yield), and the topographical 
characteristics of the land. While the supply of land in 
the geographical sense is comparatively fixed, in the 
economic sense the supply is not altogether fixed; be- 
cause, if the fertile qualities of the land are not replaced, 
if proper drainage precautions are not taken, or if it is 
neglected in other ways, its economic supply for pro- 
ductive agriculture may be reduced through erosion 
and soil depletion. 

If a general tax were levied on all agricultural land 
on a per acre basis, for example a tax of $10 per acre 
on all land used for agricultural purposes, it would 
affect the economic supply of agricultural land for 
two reasons. Some land that had been in use would 
not be sufficiently productive to be worth keeping in 
agricultural production and paying the tax on it; and, 
in addition, some land would not be worth fertilizing 
and would be allowed to “wear out” by the exhaustion 
of its fertility. In other words, the supply at the margin 
would be affected, and (assuming a tariff on agri- 
cultural products) the tax would be shifted in the 
higher prices that would result from curtailed pro- 
duction. However, agricultural land is not taxed in 
that manner, but according to its assessed valuation, so 
that the poorer land has a much lower assessed value 
than the better land. Since the tax on marginal land 
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is usually so low that it has little effect on the su^lply 
of agricultural products, the tax would be most dif- 
ficult to shift in the price of the product; but it can 
easily be capitalized in the price of the land, as in the 
case of urban land.® 

Buildings. Inasmuch as buildings and improvements 
are much less durable than land, as they wear out 
or are destroyed they have to be replaced in order to 
maintain the supply. If the supply of buildings and im- 
provements does not keep pace with the demand, the 
prices of products made in the buildings and the rentals 
of the buildings will tend to rise as a result of the 
market forces of supply and demand. There will be a 
tendency for the improvements and buildings not to 
be replaced unless the income yielded from new build- 
ings is sufficient to cover all the costs, including the taxes 
upon them. Hence if a tax is levied, it will tend to 
cause an adjustment of the supply, over a period of 
time, to a point where the yield from the buildings and 
improvements will cover the tax. The tax will thus 
normally be shifted in higher rents and prices, when 
there is a price transaction through which this can 
occur. 

It must not be supposed that this shifting operates 
smoothly and continuously, since obviously it might 
require considerable readjustment in supply in rela- 

3 Poor agricultural land is often overassessed in proportion to its true 
value in comparison with the assessments on superior agricultural land. 
This should have the effect of driving marginal agricultural land out of 
use and thus^cducing supply. However, it is doubtful if this effect occurs 
very much in practice, because of the relative immobility of the farm 
population and other counteracting factors. Cf. Modlin, G. M. and Mclsaac, 
A. M., Social Control of Industry, Chapter XII. 
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tion to demand that would take time to accomplish. 
Until these readjustments are made (through permit- 
ting existing improvements and buildings to wear out) 
the tax will tend to be capitalized in the value of the 
buildings and improvements. 

Moreover, the effects of such a tax may be concealed 
or outweighed by other dynamic factors in the eco- 
nomic situation. In a boom period, the demand might 
be increasing at such a rapid rate that the tax could 
be easily shifted currently as well as in the long run. 
On the other hand, the boom psychology may lead 
to such excessive construction that after a time the sup- 
ply of buildings becomes redundant relative to demand, 
causing rents to fall so that, for a time at least, the 
tax cannot be shifted. Under such circumstances the 
tax, instead of being shifted as normally happens in 
the long run, may easily have the effect, for a time, of 
reducing the capital value of buildings in the market. 
Similarly, the conditions of depression and business re- 
cession might so alter the demand, because of the 
doubling up of tenants in living quarters, and the dis- 
continuance of business operatioris by manufacturing 
and other enterprise, that the existing supply of build- 
ings would be redundant compared to the demand. 
The resulting decline in rents would not permit the 
owners to shift all or perhaps even part of the tax while 
the unfavorable market situation continued. However, 
in the long run, the supply of buildings tends to become 
adjusted to the demand in a manner that permits the 
shifting of the taxes on them. 
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INCIDENCE OF A NET INCOME TAX 

Personal Income Tax. TJie personal income tax is not 
shifted but is borne by the person who pays it. The 
individual whose income consists of wages or a salary 
would be unable to obtain a raise in his pay on the 
ground that he had to pay an income tax. His services 
are no more valuable to an employer after an income 
tax has been imposed than they were before. Neither 
do men, because of an income tax, stop working in 
sufficient numbers to restrict the supply of labor and 
raise wages and salaries. Since a tax on personal income 
from wages and salaries does not affect significantly 
either the demand for employees or the supply of them, 
there is no reason to suppose that it can be shifted. 
Where the individual pays a tax on a personal income 
from a business or from investments, he cannot shift 
this tax by charging higher prices for his goods or 
services, because competition with business enterprisers 
who are not making as much net profit, and have little 
or no income tax to pay, would not permit it. If he 
raised his prices while they did not, he would simply 
lose business to his competitors and would be in a 
worse position than if he did not try to shift the tax. 
For all practical purposes, it is safe to say that the 
personal income tax is not shifted. 

Corporation Income Tax. The incidence of a tax upon 
corporation net incomes, or a business franchise tax for 
the privilege of doing business which is measured by net 
income, is uncertain and controversial. The view pre- 
sented here is that such a tax is probably borne, at least 
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for the most part, by corporation stockholders. It might 
be supposed that a corporation would count as part of its 
costs this income tax, the same as its taxes on buildings 
and personal property, which, as we have shown before, 
are likely to be shifted to consumers. However, there 
is this distinct difference between the property tax and 
a net income tax: the former must be paid by all enter- 
prisers, while the latter is paid only by those who have 
a net income for the year. Normally, the competition of 
the no-profit concerns renders it inexpedient for those 
making profits to attempt to shift their income tax, 
either by raising the prices of their products or by reduc- 
ing the wages of their employees. If they do raise their 
prices they will only tend to drive business to their com- 
petitors, and might be worse off because of declining 
sales than they would be by refraining from attempting 
to shift the tax. 

Under certain circumstances it may appear super- 
ficially that a corporation net income tax has been 
shifted or partially shifted. If output and prices have 
not been at the point where they maximize net profits,* 
the income tax might serve as an incentive to establish 
a new higher price. Such a situation might exist, for ex- 
ample, if monopolistic power had not been fully exer- 
cised in order to charge all the traffic will bear. Strictly 
speaking, this should not be regarded as tax shifting, for 
the tax has merely served as the impetus or spur to set a 
price that more nearly maximizes net returns, which 
could have been done anyway. The mere fact that an 
income tax is imposed does not give a business concern 

^C/. Mclsaac and Smith, op. cit., pp. 117-162. 
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whose prices are not regulated by public authority any 
power to raise prices that it did not already possess. 

In the case of public utilities and other types of 
business, the rates or prices of which are regulated by 
government, it is possible that any kind of tax may be 
shifted. This is because all taxes customarily are allowed 
to be included as costs to be deducted from gross in- 
come in determining the rates that will be permitted 
to be charged to give a “fair” return. Thus, an electric 
utility may be passing on to consumers of electricity all 
of its taxes, including the corporation income tax and 
the property tax on its land, neither of which an un- 
regulated business is normally able to shift. Whether 
this actually occurs depends upon the rates the public 
utility commission allows to be charged and upon the 
demand for electricity at these rates. 

When a corporation income tax on a competitive 
business or an unregulated monopoly has been in opera- 
tion for a considerable period of time, there is a strong 
possibility that it tends to be capitalized; that is, it 
causes the capital values of the corporation stocks to be 
less than they would be if the tax did not exist. 

A prospective investor in corporation stocks looks to 
the net return upon his investment, in comparison with 
that which could be obtained if he invested his money 
in government bonds, corporation bonds, lands, or some 
other type of investment. Presumably, investors in 
common stocks expect a differential return on their in- 
vestment*t>ver that which they could obtain from more 
conservative types of investment. If this differential 
can be assumed to be fixed by competitive market forces 
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of supply and demand, the market value of common 
stocks tends to reflect the lower dividends resulting 
from the payment of the corporation income tax. 

INCIDENCE OF OTHER TYPES OF TAXES 

Inheritance and estate taxes cannot be shifted be- 
cause there is no price transaction subsequent to the tax 
payment through which shifting could occur. These 
taxes usually are paid out of the estate before its dis- 
tribution to the beneficiaries, and the incidence is upon 
the beneficiaries because there is left to be distributed 
only the amount remaining after the estate or inher- 
itance tax has been paid. 

A large group of taxes, including customs duties, 
commodity taxes such as those on gasoline, liquor, to- 
bacco, and other products, sales taxes, and taxes based 
on gross receipts, tend to be shifted to consumers. Such 
taxes constitute increases in costs that ordinarily affect 
marginal production, thus tending to reduce supply 
relative to demand, and hence permitting an increase 
in price sufficient to shift the tax or part of it. Whether 
at a given time and place all or part of such taxes are 
actually shifted depends upon the conditions of the 
market. In certain circumstances the supply-demand 
situation may be such that producers find they are 
unable to raise their prices sufficiently to shift the tax; 
yet in the long run these taxes rest for the most part 
on consumers. 

Mention should be made of the incidence of certain 
license charges that are fiscally important in the rev- 
enue system. The incidence of motor vehicle licenses 
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depends upon whether the vehicle is used for pleasure 
or for a business purpose. The license fee paid by the 
owner of an automobile for personal and family use 
is borne by the owner. On the other hand, when the 
license is for a truck, bus, or other motor vehicle 
used for business purposes, there is the possibility that 
its cost may be shifted through higher prices to con- 
sumers of the goods produced or services performed by 
the owner of the vehicle. There are many different 
kinds of business licenses, but liquor licenses con- 
stitute one of the most common types. License charges 
for the manufacture, distribution, and sale of alcoholic 
beverages, like liquor taxes, tend to be shifted to the 
consumers of these products. Liquor manufacturers and 
dealers cannot continue to pay heavy license charges, 
any more than they can pay a tax based on the number 
of gallons sold, unless receipts from sales are sufficient 
to cover all costs including license charges. 



CHAPTER XV 


The Income Tax 


A TAX that has become increasingly important in the 
modern state is the income tax. The federal govern- 
ment and about two thirds of the states have income 
taxes. In this discussion the term income tax refers to a 
tax upon or measured by net income, although it is 
possible to have a tax on gross income, or more properly 
speaking, a tax on gross receipts. Such a tax is funda- 
mentally different from a tax on net income, however, 
because it can often be shifted and in effect is more like 
a sales tax than a net income tax. 

There are two general types of net income taxes: 
the personal income tax on individuals, and the income 
tax on corporations. The federal government, and most 
of the states, have both types of income taxes. 


PERSONAL INCOME TAXES 


The income tax is essentially a modern tax that has 
arisen with two important trends in economic and 
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social development. One of these has been the growth 
of democracy, resulting in opposition to regressive in- 
direct taxes and a demand for taxation according to the 
ability principle. The other development has been the 
emergence of the modern economic system with the rise 
of the corporation and financial institutions, and the 
growth of industrialism and the credit economy. The 
need for increased revenues to meet rising expenditures, 
and the growth of taxable ability represented by the 
income from intangible property and from personal 
services have been characteristic features of the develop- 
ment of the modern economy. The income tax pro- 
motes the greater use of the ability principle by reaching 
incomes received from salaries and other payments for 
personal services and from the possession of intangible 
property, 

THEORY AND ADVANTAGES OF THE 
PERSONAL INCOME TAX 

Every person having taxable ability should help to 
support his government and should know that he is 
bearing part of its cost. The National Tax Association’s 
Model Plan for a state and local tax system lays down 
the following proposition: ^ 

“Every person having taxable ability should pay some sort 
of direct personal tax to the government under which he is 
domiciled and from which he receives the personal benefits 
that government confers.” 

^ National lax Association, Proceedings, 1933. “The Second Report on 
a Plan of a Model System of State and Local Taxation’’, pp. 353-420 
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The personal income tax was recommended to ac- 
complish this purpose for several reasons. In the first 
place, it is easily made progressive according to the 
size of a person’s net income, thereby applying the 
ability principle of taxation. In the second place, the 
incidence of the tax is upon the person paying the tax, 
so that it is possible to arrange the rate structure in a 
manner that will achieve the distribution of the burden 
as intended. In contrast, the incidence of taxes that may 
be shifted is so variable that the actual distribution of 
the burden among the members of the community is 
uncertain. The third important reason for recommend- 
ing the net income tax is that people know they are 
paying it, and how much they are contributing, so 
that they are more likely to be “tax conscious”, thereby 
constituting a desirable check to extravagant govern- 
ment expenditures in a democratic form of govern- 
ment. When most of the revenue is obtained from taxes 
that can be shifted, the revenue system is likely to be 
regressive. Furthermore, those who are bearing the tax 
burden, which is hidden in the prices they pay for goods 
and services, do not realize how much in taxes they are 
really paying. 

It has been noted that one of the distinct merits of 
the personal income tax is that it is based upon the 
ability principle of taxation. If the ability principle is 
followed consistently it is obvious that the entire net 
income of an individual, regardless of the source from 
which it is derived, should be used as the measure of his 
ability. This is particularly essential to secure equity 
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when progressive rates are used. Thus, when a certain 
type of income, such as the interest on government 
bonds, is exempt from taxation under a personal income 
tax, some individuals are not treated in the same man- 
ner as others who receive their income from other 
sources but who have the same total net income and the 
same ability to pay taxes. Likewise, when a state income 
tax is levied only upon income derived from economic 
activity within that state, it discriminates against a resi- 
dent who receives all his income within the state, and 
favors a resident who receives a large part of his income 
from sources outside the state. A personal income tax is 
more in accordance with the ability principle if it is a 
tax on a person’s net income from all sources. 

FEDERAL PERSONAL INCOME TAX 

A federal income tax was imposed in 1864 during 
the fiscal emergency occasioned by the Civil War, but it 
was repealed in 1872. Another federal income tax was 
enacted in 1894, but was declared unconstitutional by 
the Supreme Court.^ This decision made it necessary 
to have a constitutional amendment before the federal 
government could use the personal income tax. The 
sixteenth amendment to the Constitution was adopted 
and Congress enacted a personal income tax law in 1913. 

Productivity. The amount of revenue produced by 
the tax has been highly variable. Its yield rose from 68 
million dollars in the fiscal year ending June 30, 1916, to 
a wartime f>eak of 1,269 million dollars in 1919. In the 
depression year 1933, the amount collected was as low as 


^Pollock versus Farmers* Loan and Trust Co., 147 U.S. 429 (1894) 
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353 million dollars. The most spectacular increase came 
during the Second World War with collections rising 
from 982 million dollars in 1940 to a height of 19,304 
million dollars in 1945. 

The productivity of the income tax depends upon the 
amount of income received by the people and also upon 
the specific provisions of the tax law. The exemptions 
and deductions allowed and other features of the law 
determining the tax base (the income subject to the 
tax), as well as the schedule of rates applied to the tax- 
able income are important causes of fluctuations in 
yield. Since inception of the federal personal income 
tax, both the size of the national income and the income 
tax law itself have undergone numerous and great 
changes. 

Taxable Net Income. Net income for tax purposes is 
gross income less certain deductions allowed by the act. 
Certain things, such as gifts, bequests, inheritances, and 
life insurance benefits are not considered as part of the 
gross income. Allowable deductions from gross income 
in computing net income include various items, such 
as business expenses, gifts to educational or charitable 
organizations up to fifteen per cent of net income, inter- 
est on debts, and amounts allowable for bad debts, taxes, 
depreciation, and depletion. Expenditures for capital 
improvements and personal living expenses are not 
deductible. 

After a person’s net income has been calculated by 
subtracting the deductible items from gross income, the 
personal exemptions allowed to the taxpayer are then 
subtracted from the net income to determine the taxable 
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income. The law has been changed many times with 
respect to the personal exemptions allowed. As revised 
by the Revenue Act of 1945, the personal exemption is 
$500 for the taxpayer plus an additional $500 for each of 
his dependents. A dependent is defined as anyone earn- 
ing less than $500 and relying mainly on the taxpayer 
for support. Thus, a man with a wife and two children 
as dependents pays no federal income tax on $2,000 of 
his net income. 

Rate Structure. The federal personal income tax is a 
progressive tax; that is, the amount of tax paid takes an 
increasing proportion, the greater the size of the taxable 
net income. Progression is obtained by means of gradu- 
ated surtax rates applied to specified brackets of income. 
Under the Revenue Act of 1945, surtax rates are gradu- 
ated from seventeen per cent on the bracket which in- 
cludes the first $2,000 of taxable net income above the 
personal exemption, to a maximum rate of eighty-eight 
per cent on the highest bracket which includes that part 
of taxable income in excess of $200,000. In addition to 
the surtax, there is another rate called the normal tax. 
This is a uniform rate of three per cent upon the entire 
net taxable income, regardless of the size of the income. 

Collection. Prior to the Second World War, the size of 
the personal exemptions and credits for dependents al- 
lowed under the federal income tax was sufficiently high 
so that only one family in twelve paid the tax. The im- 
perative need for additional revenue during the war 
forced reductions in exemptions and a great broaden- 
ing of the tax base. Changes in the law, together with 
the general rise in incomes, caused the number of tax- 
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payers to multiply manyfold. About 47 million indi- 
viduals filed income tax returns in 1945. 

The problem of collecting effectively the much 
heavier wartime taxes, particularly from the millions of 
persons who had not paid an income tax before, com- 
pelled the introduction of some fundamental and long 
overdue changes in the administration of the tax. Pre- 
viously, every person subject to the law was required to 
compute the amount of tax upon his income and pay the 
money directly to the collector of internal revenue. The 
tax upon the income received during the calendar year 
did not become payable until March 15 of the following 
year and only a part of the tax had to be paid at that time 
if the taxpayer chose to pay in quarterly installments. 
There was a lag of several months between the time 
income was actually received and that when payment 
of the tax was required, thus contributing to delin- 
quency in collections. 

The Current Tax Payment Act of 1943 initiated a 
new system, requiring payment upon a more nearly 
current basis as the income is received, and instituted 
the plan of collection at source of the income tax on 
wages and salaries. In order to place collections upon a 
current basis without attempting to collect taxes for 
two years in the first year of the plan, a major part of 
the taxes upon 1942 income was cancelled or “forgiven.” 

Under the plan of collection at source, employers are 
required to withhold the tax when paying wages and 
salaries and to remit the revenue to the Treasury. The 
amount of tax deducted from each pay check depends 
upon the size of the compensation of the employee and 
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the number of his dependents. In the fiscal year 194^? 
one half of the total revenue from the personal income 
tax was collected at source under the withholding plan. 
This method greatly simplifies the task of employees in 
paying the tax and insures more effective collection of 
the tax upon income from wages and salaries. 

The taxes on income not taxed at source also are col- 
lected upon a more nearly current basis. Self-employed 
persons, such as business and professional men, farmers, 
and others not subject to the withholding plan, are re- 
quired to make advance estimates and pay the tax quar- 
terly as the income is received. 

A final accounting as to the correct amount of tax oc- 
curs after the end of the year. Every person subject to the 
tax must file a return by March 15 showing taxable in- 
come received during the preceding year from all 
sources, total amount of tax already paid, number of 
dependents and certain other information. For most of 
the taxpayers the task of reporting has been made easier 
by permitting the use of income tax tables and a greatly 
simplified “short form” type of return. 

Capital Gains and Losses. The treatment of capital 
gains and losses is one of many difficult problems and 
controversial issues in income taxation. A capital gain 
refers to the profit arising when an asset which is ordi- 
narily retained as a source of income is sold for more 
than its purchase price. A capital loss is a loss resulting 
from such a sale. Capital gains and losses most com- 
monly occm: in connection with changes in value of real 
property and securities. 

Should capital gains be included as taxable income 
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under an income tax ? One view is that they are not in- 
come but capital and hence should not be taxed as in- 
come. Under the British income tax capital gains and 
losses have been largely disregarded. In the United 
States, however, the prevailing view has been that capi- 
tal gains represent taxpaying ability that should be 
reached by the income tax. The federal income tax law 
has been changed many times with respect to the par- 
ticular method of taxing capital gains and allowing 
deduction of capital losses. Under the 1944 law, short- 
term capital gains (assets held less than six months) are 
taxed like other income. Long-term gains may be re- 
duced to the extent of one half of the amount of such 
gains and included with other income subject to the 
regular tax at graduated rates; or they may be taxed 
separately at a maximum rate of twenty-five per cent. 
Capital losses are afforded similar treatment, except that 
they are deductible in full only from capital gains; from 
other income the maximum deduction is $1,000. The 
law allows a five-year carry-over of losses for deduction 
purposes. 

The value of a capital asset may change regardless of 
whether it is sold. The practice has been to tax only 
“realized” capital gains; that is, those resulting from 
actual sales. Thus, the application of the income tax to 
capital gains is avoided if a person retains the owner- 
‘ship of an asset until his death. This form of avoidance 
might be eliminated by requiring that capital gains be 
computed and taxed as income when property is trans- 
ferred at death. 

Although capital gains usually represent a real gain or 
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net accretion to economic power, there are times when 
an apparent gain is merely an illusion. For example, the 
gain may be the result of a rise in the general price level 
so that the purchasing power of the money received 
from the sale of the asset is no greater than that of the 
smaller amount originally paid for it. 

Tax-Exempt Securities. The sixteenth amendment 
to the Constitution specifically states that the Congress 
shall have power to tax income “from whatever source 
derived.” Nevertheless, income in the form of interest 
paid to the holders of bonds and other securities issued 
by the states and their local units has not been taxed 
under the federal income tax law. Because of a series of 
earlier decisions of the Supreme Court extending as 
far back as 1819,® it has been assumed that it would be 
unconstitutional to tax this source of income. For sim- 
ilar reasons, wages and salaries of state and local gov- 
ernment employees formerly were exempt from the 
federal income tax. A Supreme Court decision in 1939, 
however, sustained the application of the tax to such 
income.* 

There are several billion dollars worth of securities in 
existence that are exempt from the federal income tax. 
These now consist almost entirely of state and local 
bonds, because prior to the beginning of the huge bor- 
rowing for the Second World War, the Treasury in- 
augurated a policy of issuing only taxable federal securi- 
ties. Formerly, most of the federal securities and some 
others issued by certain public corporations but guar- 


^McCulloch versus Maryland, 4, Wheaton 316 (1819) 
^Graves versus O'Keefe, 306, U.S. 466 (1939) 
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anteed by the federal government were exempt or par- 
tially exempt from the federal income tax. The tax 
exemptions were given by Congress to make the securi- 
ties more marketable and enable them to be issued with 
a lower rate of interest. In the long run, the amount 
saved in lower interest charges probably was less than 
the revenue lost in taxes on account of tax-exemption 
privilege. 

When state and local securities are exempt from the 
federal income tax, this is really a federal subsidy to the 
units issuing the securities, since the state and local gov- 
ernments obtain the saving in lower interest charges, 
while the revenue loss resulting from the exemption is 
sustained by the federal government. 

Tax exemption of government securities is not con- 
sistent with the ability principle of taxation and results 
in unfair discrimination. Interest received from govern- 
ment bonds represents taxpaying ability as much as any 
other income. A person’s total net income from all 
sources measures his taxable ability. Investment in tax- 
exempt securities is particularly attractive to those who 
have large incomes, since it enables them to avoid the 
higher surtax rates that otherwise would apply. 

STATE PERSONAL INCOME TAXES 

A few states attempted to use the income tax in the 
nineteenth century, but the first workable state income 
tax was that enacted in 1911 by Wisconsin. Since that 
time, a majority of the states have adopted income tax 
laws. In several states the “uniform rule” in state con- 
stitutions has necessitated a constitutional amendment 
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before a graduated state income tax could be operated.' 
The rates of state personal income taxes are usually pro- 
gressive and relatively low. State income taxes, like other 
state and local taxes paid, are allowed as a deduction in 
computing taxable income for the federal personal in- 
come tax. Nevertheless, in fixing rates, both Congress 
and a state legislature should recognize more adequately 
that the other is also taxing the same person’s income. 

The problems of rates and exemptions, capital gains 
and losses, tax-exempt securities, and various other 
questions exist in income taxation by the states just as 
in the case of the federal income tax and need not be 
discussed again here. 

Double Taxation. The question might be raised 
whether the double taxation resulting from the ap- 
plication of both the federal and a state income tax to 
a man’s income constitutes unjust taxation. Double 
taxation is not necessarily inequitable; in fact, since all 
taxes usually are paid out of income, double and really 
multiple taxation is inevitable under a federal system of 
government consisting of states, counties, municipal- 
ities, school districts, etc. Likewise, when a person pays 
the property tax and also an income tax on income from 
his property, there is double taxation, but it cannot be 
contended seriously that this is inequitable. Inequitable 
double taxation occurs when two or more co-ordinate 
tax jurisdictions apply similar taxes to the same object. 
For example, it is inequitable double taxation if one 
state leVies an income tax on the entire income of its 
residents while other states tax part of this same income 

® For a description of the “uniform rule’*, sec below, p. 325. 
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on the ground that it was earned in those states, as when 
people have their residence in one state and derive 
income from employment, business, or property in 
another. 

Either one of two practices could be followed uni- 
formly to avoid unjust double taxation of this kind : all 
states could tax personal incomes at the residence of 
the taxpayer, or at the situs of the source of his income. 
When graduated rates are employed, the residence basis 
is more in accord with the ability principle, since in- 
dividuals with the same total income are treated alike. 
Some states will not adhere to this basis because more 
income arises in them, received by non-residents, than 
is obtained by their residents from other states. In gen- 
eral, the situs basis of income taxation is more favorable 
to the western and midwestern states, while the 
residence basis is more advantageous, from the point of 
view of the productivity of the income tax, to the 
wealthy eastern states. Residents of the latter draw a 
large part of their income from loans and investments 
in the other states. 


CORPORATION AND BUSINESS NET 
INCOME TAXES 


In this country a large portion of the revenue derived 
from net income taxes is produced by corporation in- 
come taxes. There are many other types of taxes levied 
on business corporations, some of which are also im- 
posed on other forms of business organization. The 
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question might be raised whether business should be 
taxed, especially when there is a personal income tax. As 
shown in Chapter XIII, the benefit principle has a 
proper place in the revenue system. It is because the own- 
ers of business enterprises derive special benefits from 
government when exercising the privilege of doing busi- 
ness that the taxation of business is often justified. 

Although business income taxes are usually restricted 
to corporations, it should be obvious that the owners of 
all forms of business receive benefits from government. 
Not only the stockholders of corporations, but the 
owners of other types of business organizations, such as 
partnerships and individual proprietorships, are bene- 
fited by the use of the courts, police and fire protection, 
the consular service, the numerous activities of the 
United States Department of Commerce, the existence 
of improved roads, and many other government serv- 
ices. A stable government is necessary to business. 
Moreover, business enterprise is responsible in large 
part for many of the costs of government. It is there- 
fore proper to tax business in order to raise part of the 
revenue for the support of government. 

There are many different kinds of taxes on business 
and corporations, such as taxes on gross receipts and 
business license taxes, that are likely to be shifted to 
consumers in the form of higher prices. When this 
occurs, the owners of business are not being specially 
taxed for the benefits they receive but the burden is 
being ^brne by consumers. If the justification of taxing 
business is the benefit principle (and not merely an 
excuse for getting the largest amount of money in a 
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manner that will evoke the least amount of protest) 
the incidence of the tax should be upon the owners of 
business enterprises. 

Because a corporation or business net income tax is 
based on net income, it is often believed that it is to be 
justified as an application of the ability-to-pay principle. 
This principle really is inapplicable to the taxation of 
business. Logically, only persons have taxable ability, as 
all tax burdens are borne by them, and the incidence of 
all taxes is ultimately upon persons. It is misleading, 
therefore, to speak of the taxable ability of property or 
business. The graduated personal income tax, and not 
the corporation income tax, is the tax that follows the 
ability principle. No corporation income tax has been 
devised that taxed all the stockholders in proportion to 
their respective taxable abilities. 

FEDERAL CORPORATION INCOME TAX 

A corporation income tax law was enacted in 1909 
by Congress and was sustained by the Supreme Court. 
Following the adoption of the sixteenth amendment 
in 1913, the tax became a part of the federal income 
tax. Until 1936, dividends received by individuals from 
corporation stocks were exempt from the normal tax 
under the personal income tax, but were subject to the 
surtax. Since that time, dividends have been fully tax- 
able on the same basis as other income. 

Question of Progressive Rates. The corporation in- 
come tax formerly had a proportional rate; the tax was 
a flat percentage of a corporation’s net income. Since 
1935, however, progressive rates have been used. During 
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the Second World War, the combined rates of the grad- 
uated normal tax and the graduated surtax reached as 
high as forty per cent on corporate net income over 
$50,000. 

As mentioned above, the ability doctrine has a 
doubtful place in the taxation of business. By taxing 
corporations with large net incomes at higher rates 
than those with smaller incomes, a progressive corpo- 
ration income tax certainly does not tax according to 
ability. As the large corporations often have thousands 
of stockholders with relatively small incomes while a 
small corporation may be owned by a few wealthy 
individuals, and since the incidence of the tax is upon 
the stockholders, the effect of progressive rates is actu- 
ally regressive taxation in a large proportion of cases. 

There may be other reasons, however, for the use of 
progressive rates. It might be contended that, in order 
to maintain competition and freedom of individual 
enterprise, taxation should favor small enterprise at 
the expense of the large corporations, particularly if the 
latter have monopolistic power. Second, if large cor- 
porations enjoy powers and privileges that place them 
in an especially favored position for carrying on busi- 
ness, it might be argued that these greater benefits 
justify a higher tax rate in proportion to the amount 
of net income. Whether it is sound economic policy to 
discriminate against corporations with large net in- 
comes is another matter. For example, monopolistic 
power not necessarily related to the size of a cor- 
poration’s net income. 

Excess Profits Tax. A tax which has been imposed 
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twice by the United States as an emergency and tempo- 
rary war measure is the excess profits tax on corpo- 
rations. This tax was used during the First World War 
and repealed in 1921. In the Second World War, the 
rate of the excess profits tax was as high as ninety-five 
per cent. A corporation had the option, however, of 
using either the return on capital investment or its aver- 
age profits in the period 1936-1939 as the basis for deter- 
mining the “excess” profits subject to the tax. This op- 
tion privilege, together with the fact that part of the tax 
paid was refunded after the war, meant that the excess 
profits tax was much less severe than the high rate might 
suggest. 

This tax helped to recoup for the public treasury a 
portion of the abnormal profits resulting from wartime 
conditions. The combined yield of the corporation 
income tax and the excess profits tax rose from 1,120 
million dollars in 1940 to a peak of 15,883 million 
dollars in 1945. 

After the end of the war, the excess profits tax was 
repealed and the corporation net income tax rates were 
reduced. Two other federal taxes on corporations, the 
capital stock tax and the declared value excess profits 
tax imposed in 1933, also were repealed. 

STATE CORPORATION INCOME TAXES 

A corporation net income tax is imposed in a majority 
of the states as well as by the federal government. In 
general, a state income tax is levied at a uniform rate, 
but in a few states progressive rates are employed. The 
use of a corporation income tax by a state involves the 
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same problems as in the case of the federal corporation 
income tax and, in addition, encounters the difficult 
problem of tax jurisdiction, since business has become 
so commonly interstate in character. What part of the 
income of a corporation doing interstate business is it 
proper for each state to tax? 

It would seem reasonable to suppose that each state 
is entitled to tax an interstate business on the part of 
its income that is obtained in the state. But how can 
this be measured? Here is the old problem of each 
state endeavoring to use a method that will give it 
the largest possible share of the revenue. Several states 
may tax the income of the same corporation, with the 
result that the total amount of income on which taxes 
are imposed is often larger than the actual net income 
of the corporation, thus causing inequitable double or 
multiple taxation. Gansequently, some uniform prin- 
ciple or formula should be adopted by the states for 
allocating to each state the share of an interstate cor- 
poration’s income that it may tax. This is necessary so 
that corporations engaged in interstate business will not 
be discriminated against by being taxed more heavily 
than a business conducted entirely within a single state. 

The adoption by the states of a common formula 
or rule for the allocation of corporate income would 
eliminate such discrimination. One rule is to divide 
the net income of a corporation doing business in more 
than one state into three equal parts: one third of 
the in<5C>me is allocated to the various states accord- 
ing to the proportion of the corporation’s tangible 
property located in each; one third according to the 
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proportion of the total wages of the corporation that 
is paid in each; and the remaining third in propor- 
tion to the gross receipts from sales in each of the 
various states. The use of some such rule by all the 
states with corporation income taxes would avoid 
unjust double and multiple taxation of interstate cor- 
porations. 

INCOME TAXES AND THE BUSINESS CYCLE 

The yield of taxes on net income, both upon persons 
and upon corporations, is subject to wide fluctuations 
with changes in general business conditions and in- 
come received. The yield of the federal income taxes 
declined sixty-nine per cent from the peak reached 
in the fiscal year ending June 30, 1930, to the low point 
in 1933, despite changes in the law that were intended 
to increase the yield. The revenue produced by state 
income taxes also fell sharply during this depression 
period. This fluctuation in the yield is frequently used 
as a criticism of the income tax as a major source of pub- 
lic revenue. Government must continue whether or not 
the country is suffering from a depression, and indeed, 
during hard times, it is called upon to assume additional 
financial burdens to protect the welfare of the com- 
munity. In a serious depression, at the very time when 
public expenditures are likely to be heaviest, the income 
tax tends to dry up as a source of revenue and its fiscal 
inadequacy accentuates the unbalanced condition of 
public budgets. 

By way of contrast, the property tax, which is levied 
according to the amount of expenditures authorized, is 
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praised as being a much more stable revenue producer. 
The growth in the volume of delinquent property 
taxes during the depression of the early 1930’s indicates 
that although property tax levies may be maintained, 
the amount of the tax actually collected in such a period 
also declines seriously. Nevertheless, the property tax 
has been relatively more stable in yield than net income 
taxes. Whether or not comparative stability in the 
amount of revenue produced by a tax in time of de- 
pression is to be considered as a merit, depends upon 
whether the point of view is that of the budget maker 
or that of the taxpayer. From the standpoint of those 
who are paying taxes, the rigidity of the property tax in 
a depression is a most objectionable feature, while the 
income tax varies in accordance with their diminished 
ability to pay taxes. 

Money must be provided to meet the expenditures 
of government during times of general economic dis- 
tress. The question arises whether it is not better for 
public expenditures to be financed in part by public 
credit rather than entirely by taxation at such a time. 
This question will be considered further in the chapter 
on public credit. It is sufficient here to point out that 
the fluctuation in the revenue produced by net income 
taxes as a consequence of the business cycle, instead of 
being a defect, may be advantageous to the people, when 
a proper policy is followed with respect to the use of 
public credit. 



CHAPTER XVI 


Property and Other Taxes 


It is not possible in a limited space to give considera- 
tion to all the kinds of taxes. An extended discussion 
is given to the income tax and the property tax be- 
cause of the economic importance of these sources of 
revenue. Some of the other principal taxes in use in 
this country will also be described briefly. No separate 
discussion will be given to certain taxes, such as the 
numerous excise and commodity taxes and customs 
duties. The tariff is more significant as a regulatory 
device than as a revenue producer. It may be observed 
here, however, that a tariff that prevents the importa- 
tion of goods and affects the prices of domestic goods 
is really a “hidden tax”, or it may be regarded as an un- 
budgeted federal expenditure in the form of an indirect 
subsidy or bounty to domestic producers. 
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THE PROPERTY TAX 


FISCAL IMPORTANCE OF THE 
PROPERTY TAX 

The property tax in the United States has always 
produced far more revenue than any other state or local 
tax and is appropriately designated as the backbone of 
the local fiscal system. This tax is not used by the na- 
tional government, but it is almost the sole tax of local 
governments in most states and also is still used by 
many state governments. The property tax provides 
about one half of the aggregate state and local taxes and 
about nine tenths of the tax revenue of local govern- 
ments. The proportion of the aggregate tax revenue 
of state governments raised by the property tax formerly 
was much greater than now; the proportion has fallen 
from fifty-one per cent in 1902 to five per cent in 1942. 
This decline has been the result of the increasing use of 
other types of taxes by the state governments and also 
of reductions and, in several states, the elimination of 
the state levy on general property. The new state taxes 
have been chiefly highway-user taxes (gasoline tax and 
motor vehicle license taxes), state income and inher- 
itance taxes, sales taxes, and various taxes on business. 

NATURE OF THE GENERAL PROPERTY TAX 

In colonial times, it was considered equitable to tax a 
member of the community in accordance with the 
amount of land and certain other specified kinds of 
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property such as the number of horses, cattle, and other 
livestock that he possessed. As more than nine tenths 
of the population were engaged in agriculture and as 
most of the property of the period was tangible in 
character, this criterion served fairly well to measure 
ability to pay. The practice of levying taxes upon 
property of specified types was continued by state and 
local governments after the formation of the United 
States. The variety of property continued to become 
more and more complex, especially with the develop- 
ment of intangible property in the form of securities. 

By the middle of the nineteenth century, the property 
tax had developed into a general property tax, instead 
of a tax levied upon certain specified kinds of property. 
There was written into most state constitutions what is 
known as the “uniform rule.” The wording varied in 
different state constitutions but usually was to the 
effect that property should be taxed under uniform 
rules according to its true value in money. This assumed 
that all property would be assessed uniformly and re- 
quired that a uniform rate of taxation should be ap- 
plied to property at any particular time by the t axin g 
authority. 

ADMINISTRATION OF THE PROPERTY TAX 

The first step in the administration of the property 
tax is the assessment of property, or “listing” it for tax- 
ation. The assessor has an assessment book in which he 
lists the property in his district and enters its descrip- 
tion and assessed value. Usually, assessors in the United 
States are local officials who are popularly elected and, 
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as a rule, they have had little training or experience 
to fit them for the difficult task of determining the 
value of different kinds of property, which often do not 
have continuous markets. These officials are commonly 
poorly paid and the job of assessing property is a “side 
line”, while the primary interest of assessors is usually 
upon making a living at their regular occupations. 
However, in some communities, particularly the large 
ones, the assessor is often well paid and competent for 
the task to be performed. 

The second step in the administration of the property 
tax is the determination of the amount of revenue to be 
raised from this tax. The local governing body of a 
municipality annually votes on the amount of money 
to be expended, and that part of the expenditures not 
covered by other revenues determines the amount to 
be raised from the levy on property. This sum, divided 
by the aggregate assessed value of property in the com- 
munity, determines the rate of the property tax for the 
year. 

The general method of setting the tax rate may be 
illustrated by an example. Suppose that a city needs 
to raise $1,000,000 from the property tax; that is, this 
amount of the necessary expenditures for the year is not 
expected to be covered by other revenues. Suppose, also, 
that the aggregate assessed valuation of the taxable 
property in this city is $50,000,000. The rate is the result 
of dividing $1,000,000 by $50,000,000, which gives a tax 
rate of «Q2 (two per cent) ; or, as usually expressed, the 
tax is $2 on each $roo of assessed valuation. Thus, $2 
per $100 of assessed valuation is the rate of the tax; the 
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tax levy of the city is $1,000,000; and $50,000,000 is the 
assessed valuation. These three terms, the “rate”, the 
“levy”, and the “assessed valuation”, are the three pillars 
of the property tax so far as the determination of the 
amount of tax a property owner must pay is concerned. 
For example, under the tax rate for the city in this 
illustration, a property owner having a tract of land 
assessed for $600 would pay a tax of two per cent of 
$600, or $12 for the year, to this particular taxing 
jurisdiction. 

However, the total tax rate applicable to this piece 
of property is a composite of perhaps several different 
tax rates imposed by different taxing authorities, each 
calculated upon the same general principles. Not only 
the municipality, but also the school district, and the 
county in which the property is located, levy a tax 
upon it. Perhaps the state and a special district, such 
as a special fire or lighting district in which this tract 
of real estate happens to be located, also levy taxes 
on this property. The aggregate rate of the prop- 
erty tax levied on a particular property is the sum of 
the rates of the various taxing jurisdictions that levy 
the tax. 

The final step is the collection of the property tax. 
This is commonly done by another local official called 
the tax collector who also is usually popularly elected. 
He sends out the tax bills, receives the taxes and pays 
over the money to the proper officials of the various 
taxing jurisdictions. If, for example, the total tax rate 
is $4 per $100, of which $2 is for the city, $1.50 for the 
school district, $.35 for the county, and $.15 for the state. 
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the revenue is distributed in these proportions to the 
city, the school district, the county, and the state/ 

DEFECTS OF THE GENERAL PROPERTY TAX 

Certain assumptions are implied in the theory of the 
general property tax as a method of raising revenue. 
First, it is assumed that the ownership of property is a 
proper measure of ability to pay taxes. Second, it is 
assumed that a uniform proportional rate should be 
applied to all types of property. Third, it is assumed 
that all kinds of property actually will be listed and 
assessed uniformly for taxation and that the tax will be 
collected. 

Contrary to Ability Principle. Under modern con- 
ditions, as shown in the discussion of the principles of 
equity in taxation, the ownership of property is de- 
fective as an index of ability to pay taxes.^ Property is 
only one source of incomd, and the person who receives 
income from wages and salaries, professional income, 
business profits, and interest, has ability to pay taxes, 
although he may own little or no property listed on 
the tax rolls. On the other hand, a person may own a 
farm or his home and have little income out of which 
to pay taxes. Because of defects in the assessment of 
property, the property tax is not even a proportional 
tax but is commonly regressive in its results. This is 
because in practice small properties tend to be assessed 


^ This description of the administration of the property tax is intended 
to show tlie principles involved and does not mean that the same methods 
are used everywhere. In several states, for example, there are county 
assessors and county collectors of taxes. 

2 C/. above, pp. 269-270. 
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at a higher proportion of their true value than large 
properties. The local assessor has a more accurate con- 
ception of the market value of a modest residence or a 
farm than he does of a factory, an electric plant, or a 
wealthy man’s country estate. Frequently local cham- 
bers of commerce or other business organizations con- 
trive to obtain more favorable assessments on business 
property in order to attract manufacturing or business 
concerns to the town. Whether it is the consequence of 
political pressure, favoritism, ignorance, inertia, or what 
not, it is a well-known fact that often there are great 
inequalities in the assessments on property resulting in 
unjust discrimination. 

Unjust Double Taxation. The theory of the property 
tax that all kinds of property in a taxing district should 
and can be taxed at the same rate is unsound. When 
both tangible and intangible property are taxed at the 
same rate it results in inequitable double taxation, be- 
cause there is a confusion between property rights and 
wealth. When a farm worth $10,000 is taxed on its 
value and also a mortgage on it of $6,000 is assessed for 
taxation, an attempt is being made to tax $16,000 worth 
of property whereas only $10,000 actually exists. The 
farm owner has not $10,000 of property, but only $4,000 
by virtue of the mortgage claim against it of $6,000. 

The development of the corporate form of business 
organization has made the general property tax an 
anachronism in modern economic society. Here also 
there would be unjust double taxation if both the 
tangible property of corporations and the corporate 
securities that represent the ownership of this property 
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were taxed at a uniform rate. When the rate of the 
property tax is as high as $4 on $100 assessed valuation, 
as it often is, it would confiscate the entire income of a 
bond yielding four per cent interest. Intangible property 
cannot, and in fact usually does not, bear the high rates 
of the property tax commonly in effect. Intangible 
property simply escapes the tax by the fact that it is not 
listed on the tax books, and this is virtually the result 
of an accepted connivance in evasion. As the tax rate 
has risen with the progressive development of com- 
munity life and the consequent increase in expendi- 
tures, the greater has been the incentive to hide in- 
tangible property from the assessor to escape the tax. 
At the same time this has meant the rate must be 
higher on the tangible property which cannot thus 
escape. 

Failure to Tax Personal Property. Not only does the 
general property tax fail to reach the taxable ability 
represented by the ownership of intangible property 
of most types, but its administration with respect to 
tangible personal property is typically a farce. For ex- 
ample, watches and clocks as well as all other types of 
personal property are supposed to be taxed as personal 
property under the general property tax. In Cook 
County, Illinois (in which Chicago is located) 7,571 
watches and clocks were listed in 1867, and only 6,281 
in 1927, or one timepiece in a modern metropolis for 
every 450 inhabitants! Nearly everyone tries to have as 
small «n assessment as possible with the result that the 
general property tax has encouraged perjury and cor- 
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ruption, and has caused a great amount of injustice 
to those who are scrupulously honest or are too ignorant 
or helpless to escape. In most communities where tan- 
gible personal property is still taxed under the general 
property tax, arbitrary rule-of-thumb methods have 
come to be applied in determining the value of such 
property, commonly without even a visit by the tax 
assessor. 

Despite the immense growth in the aggregate value 
of personal property, the proportion of taxes derived 
from its taxation is so small that the so-called general 
property tax has become practically limited to a tax on 
real property or real estate. In the State of New York 
this situation has been recognized by law, and all 
personal property has been exempted from the property 
tax. Other sources of revenue, such as an income tax and 
business franchise taxes, are used to reach the taxable 
ability represented by the ownership of personal prop- 
erty. 

Inequalities and Discriminations in Assessments. In- 
equalities and discriminations in assessments also con- 
stitute a major defect of the property tax as it is or- 
dinarily administered in the United States. Real estate 
and other property is rarely assessed at its true value. 
True value is usually defined in state tax laws as the 
price that would be determined in an exchange between 
a willing buyer and a willing seller. In the case of many 
types of real property, particularly large properties such 
as industrial plants and railroads, there are often no 
market prices to guide the assessor for the reason that 
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such properties are rarely sold. It is a difficult task to de- 
termine their full value, even when the assessor is com- 
petent and well trained. 

In addition to the difficulties inherent in the assess- 
ment of property, there is a constant inducement to un- 
derassessment. Competitive underassessment exists be- 
tween taxing districts in an effort to reduce the amount 
of taxes to be paid by the local community to the 
county, and to the state where there is a state levy on 
property. If the assessor in one community assessed 
all the property at its full value, that community would 
pay a disproportionately large share of the county and 
state taxes on property, if at the same time the assessors 
in other communities assessed property at much less 
than full value. In some states, the inducement to 
competitive underassessment is checked by boards of 
equalization that attempt to determine each local tax 
district’s proper proportion of the county and state levies 
on property. 

Frequently there is unjust discrimination resulting 
from the fact that some property is assessed by local 
assessors and other property is assessed by the state. For 
example, railroad property may be assessed by the state 
tax department and taxed at the average rate in the 
state on other property assessed by local assessors. If rail- 
road property is assessed at full value while other prop- 
erty is typically underassessed, the taxation of railroad 
property is heavier than the taxation of other property 
in the^tate. In addition to these types of discrimination, 
there is frequently gross discrimination in individual 
assessments on property assessed by the same local 
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assessor. Some property may be assessed at approximately 
full value, while other property in the same tax district 
is often assessed at only a fraction of its value. When the 
same tax rate applies to both, the tax is disproportion- 
ately heavy on properties that are assessed at a higher 
proportion of their full value. 

REFORM OF THE GENERAL PROPERTY TAX 

Various attempts have been made to make the 
property tax more equitable and more easily adminis- 
tered. One of the first reform measures was the removal 
of certain types of business, such as banks and insurance 
companies, from taxation under the general property tax 
and the adoption of other taxes to reach those sources. 
Railroads, and sometimes public utilities, are removed 
from the jurisdiction of the local assessor, for taxing 
purposes, and placed under state authorities, either to 
be taxed by some other type of tax, or to have their 
assessments under the property tax fixed by a state 
official. Recognition of the difficulty of reaching in- 
tangible property has resulted in many states in the 
exemption of mortgages and other intangibles from 
the general property tax. In several states a classified 
property tax is in effect, under which intangibles are 
taxed at a special low rate, in the attempt to prevent 
them from evading the tax altogether. In others, the 
income from intangibles is taxed and no attempt is 
made to tax them as property. 

The problem of inequalities in assessments has given 
rise to attempts to equalize assessments and to remove 
unjust discrimination. Local, county, and state boards 
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of appeal to hear complaints from taxpayers have been 
created in most of the states to mitigate the inequalities 
that exist in assessments. It is assumed that those 
relatively overassessed will appeal for readjustment of 
their assessments and secure just treatment instead of 
being discriminated against. 

One method of reform, which has been tried in a 
number of states, is the separation of state and local 
revenue sources. The state levy on general property was 
discontinued with the idea that this would remove the 
incentive for competitive underassessment among local 
assessors. This was not successful in the purpose stated 
because there still remained the county levy to serve as 
an inducement to competitive underassessment. 

The assessment of property is such an important and 
difficult task that the real remedy for inequalities in 
assessment is the selection of capable assessors, removed 
from political and local pressure groups. They should 
be employed on a full-time basis and adequately paid 
for the performance of their duties. They should be 
selected on the basis of merit, work under the direction 
and supervision of the state tax department, and should 
be provided with adequate facilities for performing 
their work. The salary should be sufficient to secure 
able men, and the assessment area should be large 
enough for an assessor to devote his full time to the 
assessment process. When correct assessmerits are made 
at the time property is listed for taxation, inequalities 
and dijcrimination will be eliminated much more 
effectively than by any complicated system of equaliza- 
tion tables and boards of appeal to hear complaints. 
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OTHER TAXES 


DEATH TAXES 

The inheritance tax is one of the oldest forms of 
taxation. It was used in the ancient civilizations of 
Egypt, Greece, and Rome, and it had its counter- 
part in one of the feudal reliefs or payments through- 
out the Middle Ages. The inheritance tax is relatively 
new in the United States. New York State adopted an 
inheritance tax in 1885 and other states followed, un- 
til now every state with the exception of Nevada has 
an inheritance or estate tax. Since 1916 there has been 
a federal estate tax. The federal, and most of the state 
death taxes, have progressive rates. 

The inheritance tax is a levy upon the amount of the 
inheritance that a beneficiary receives. The estate tax, 
on the other hand, is a tax levied upon the whole 
estate regardless of the amount inherited by any par- 
ticular beneficiary. The estate tax has the advantage 
of greater simplicity of administration but is not as 
equitable as the inheritance tax. The principle eco- 
nomic justification of death taxes is that a person in- 
heriting wealth has a special ability to pay taxes. The 
inheritance tax is more clearly in accord with the 
ability principle because the tax is based on the amount 
that a beneficiary receives, whereas the estate tax is 
not. A large estate is taxed at the higher rates but some 
of the beneficiaries may receive relatively small in- 
heritances from it. They may bear a heavier tax in 
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proportion to the sum inherited than one who in- 
herits a larger amount from a smaller estate which is 
taxed at a lower rate under the estate tax. 

State inheritance taxes are usually graduated accord- 
ing not only to the size of the inheritance but also to 
the degree of relationship of the beneficiary to the de- 
cedent. The tax on the inheritance of a widow or child 
is at a lower rate on a given amount than upon the 
inheritance of a distant relative or an unrelated person, 
to whom it is often a “windfall.” 

To avoid the payment of a state inheritance tax, 
many wealthy persons formerly established their legal 
residence in a state that did not have a death tax. 
The incentive for this practice was largely removed 
in 1926 when Congress provided that an amount equal 
to eighty per cent of the federal tax payable on an es- 
tate could be retained by the state of residence of the 
decedent if it imposed a death tax.* The federal estate 
tax applies to residents in every state, so that there is 
no longer any material advantage, so far as death taxes 
are concerned, in having legal residence in any par- 
ticular state. 

There has been a serious problem of unjust double 
and multiple taxation of inheritances by the states. 
Often several states would impose their taxes on the 
transfer at death of the same fortune and these would 
sometimes take so much that little was left for the heirs. 
One state would levy its inheritance tax because the 

decedent had his residence there: another state, because 

r ^ 

2 Since 1926 the federal estate tax rates have been increased. The eighty 
per cent refund clause applies only to that part of the federal estate tax 
payable under the 1926 rates. 
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property of the decedent was located in it; and still an- 
other state would tax the inheritance on the ground 
that it was the state of incorporation of a corporation 
in which the decedent owned stock. The situation be- 
came so disgraceful that most of the states amended their 
inheritance tax laws to avoid unjust double and mul- 
tiple taxation. 

A method of evading inheritance and estate taxes 
has been to give away one’s wealth before death. To 
forestall evasion by this method the federal govern- 
ment imposes a “gift tax” which, although the rates 
are somewhat lower than those of the estate tax, greatly 
minimizes the advantage of giving away one’s fortune 
before death to avoid the federal estate tax. 

HIGHWAY-USER TAXES 

The most important special taxes on highway users 
are the motor vehicle license tax and the motor fuels 
tax, commonly called the gasoline tax. The motor ve- 
hicle license was first introduced by New York State 
in 1901. At first the license was considered merely a 
regulative device, but the states soon discovered it was 
a lucrative source of revenue. Usually the charge for a 
motor vehicle license is based upon the weight of the 
vehicle but sometimes other factors such as horsepower 
and carrying capacity determine the amount to be paid. 
Ordinarily, there is a higher charge for a license for 
trucks and buses than for ordinary passenger auto- 
mobiles. 

The gasoline tax was first imposed by Oregon in 
1919, but now every state finds this an important source 
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of revenue. At first the tax was only one or two cents 
a gallon but the rate is now three cents or more a gal- 
lon in most of the states, and in some it has been as high 
as seven cents. In addition, there is a federal gasoline 
tax and in a few states local government units also are 
permitted to tax gasoline. 

Although the gasoline tax measures fairly well the 
degree of use of the highways, it needs in conjunction 
with it a motor vehicle license tax, with rates ad- 
justed so as to increase the amount paid by the owners 
of heavy vehicles. These vehicles are responsible for 
highway costs that are not sufficiently compensated by 
the amount of gasoline taxes paid. 

Special taxes on motorists in the United States pro- 
duce a very large amount of revenue, but this falls far 
short of meeting the total public expenditures on high- 
ways and streets. The justification of these taxes is that 
motorists derive special benefits from improved roads 
and are largely responsible for the heavy expenditures 
that must be made for their construction and mainte- 
nance. 

There is no general agreement as to what proportion 
of the cost of highways motorists should pay in special 
taxes. Although highway users receive special benefits 
from improved roads, they do not receive all of the 
benefits and should not be required to pay all of the cost. 
Good roads and paved streets benefit the entire com- 
munity and commonly increase the value of land, thus 
justifying the use of revenue from general funds, 
special a^cssments, and the property tax to meet part 
of the heavy expense of modern highways. It is difficult 
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to demonstrate how much of the cost should be cov- 
ered by highway-user taxes, but there is reason to 
believe that in many states property owners are still 
paying too large a share of the cost of roads and 
streets. 

In general, the revenue produced by motor vehicle 
license taxes and gasoline taxes is devoted to expendi- 
tures for highways, but several states have diverted part 
of these revenues to other purposes. This diversion to 
non-highway purposes is often condemned on the 
ground that if the benefit principle is the justification 
for these taxes, the revenue should be used for highways. 
The federal gasoline tax is not earmarked for high- 
way expenditures. On the other hand, the large annual 
payments to the states as federal aid for highways are 
provided from general federal revenues. 

THE GENERAL SALES TAX 

A tax on the sale of a commodity such as gasoline 
or tobacco, strictly speaking, is a kind of sales tax but 
is usually known as a commodity tax. The sales tax 
has come to mean a tax on the sale, not of certain 
specified commodities, but of goods in general. It can be 
a tax on the sales of manufacturers, a tax on sales by 
retailers, or a general turnover tax on all sales. 

General sales taxes have been an important source 
of revenue in many other countries but were prac- 
tically unknown in the United States before 1930. 
Unsuccessful attempts have been made at various 
times to force the adoption by Congress of a national 
sales tax. During the depression of the early 1930’s, the 
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fiscal emergency resulted in the adoption of some kind 
of general sales tax by a majority of the states. Some of 
these have been discontinued, but in about half of the 
states the sales tax has been retained as a permanent 
source of revenue. 

The most common type of sales tax used by the states 
is the tax on retail sales of tangible personal property. 
It is often called a consumers’ sales tax, although the 
incidence of any kind of sales tax is likely to be on con- 
sumers. The most usual rate of the tax is two per cent of 
the receipts from sales, but in a few states the rate has 
been as high as three per cent. 

The sales tax has the merit of being an effective 
revenue producer. The chief criticism of the sales tax 
is that it is regressive, as it bears much more heavily upon 
people with relatively low incomes. The exemption of 
jfood sales would considerably lessen the degree of re- 
gressivity of the sales tax, because those with relatively 
small incomes must of necessity spend a larger portion 
of their income for food. Only a very few of the state 
sales tax laws, however, have exempted sales of food 
from the tax. 

It is pointed out in Chapter XIII that a particular 
tax is not to be condemned necessarily because it is 
regressive, since the equity of the revenue system as a 
whole is much more significant than that of any one 
tax. Whether it is equitable to have a sales tax as part of 
the revenue system depends upon the extent to which 
the effects of regressive taxes are counteracted by pro- 
gressive tibces, and upon how the money is spent by 
goveriunent. 
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Public Credit 


Governments may obtain command of purchasing 
power not only by taxation but also by public bor- 
rowing. Government receipts from borrowing enable 
expenditures to be made in excess of current revenues, 
but the debt thus created necessitates the collection of 
taxes to pay the interest charges and also to repay the 
principal, if the debt is paid off. 

UHIQUE FEATURES OF PUBLIC CREDIT 

The same basic principles underlie public credit that 
are at the foundation of private credit. The ability of 
governments to borrow and the rate of interest that 
must be paid depend upon the conditions affecting 
the supply and demand of loans. However, there are 
certain features of public credit that distinguish it 
from private credit. 

A national government has control over the mone- 
tary system of the nation, a fact that sometimes is 
highly significant in conAection with its role as a 
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debtor. For example, in the United States monetary 
legislation was enacted in 1933 and 1934 to check the 
depression and raise the general price level. The dol- 
lar was devaluated to 59.04 per cent of its previous gold 
content, and the gold clause was abrogated in all private 
and public debt contracts specifying payment of in- 
terest and principal in gold dollars of a given weight 
and fineness. To the extent that such a policy results in 
a higher price level, the government, like any other 
debtor, is enabled to pay its debt in dollars of less 
purchasing power. A national government, unlike a 
private borrower, by changing the value of its monetary 
unit in effect changes the burden of all outstanding 
debts, simply by changing the yardstick by which they 
are measured. The extreme inflation in Germany in 
the period following the First World War practically 
wiped out the public debt. Likewise, the devaluation of 
the franc, in effect, eliminated a major part of the 
French national debt. 

A national government that has difficulty in bor- 
rowing from voluntary lenders may introduce some 
form of compulsory loans. It may, as a last resort, issue 
paper money which must be accepted in payment for 
goods and services. When a government issues a large 
quantity of fiat paper money, this is a forced transfer of 
purchasing power without the payment of interest. 

In most private borrowing, the borrower is obliged 
to pledge collateral, and in addition, laws governing 
private contracts enable the creditor to enforce pay- 
ment by ftfe debtor. But when a government borrows, 
the power of taxation is usually the only security for the 
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payment of interest and principal. If there is a default, 
or a repudiation of a debt by a sovereign state, the lender 
cannot enforce foreclosure proceedings on the govern- 
ment and take over sufficient assets to reimburse him 
for his loan, as in the case of private debts. However, 
under certain circumstances financially weak govern- 
ments may be required by the creditor, as a condition 
in obtaining a loan, to specify that certain revenues, such 
as receipts from customs duties, shall be pledged for 
debt service. 

A sovereign state cannot be sued without its consent 
or put into receivership for bankruptcy because of fail- 
ure to pay interest or principal on its debt. But a political 
subdivision of a state, such as a city or a county, can be 
sued by a bondholder for failure to fulfill its debt obli- 
gations. While local government units are legally wards 
of the state in which they are located, the state is not 
responsible for their debts. In some instances, however, 
a state government has recognized a moral obligation 
to the bondholders of its defaulting local units and has 
provided for the payment of the defaulted debts of its 
wards, but it could not be compelled to do this. 

SOME FALLACIES CONCERNING GOVERN- 
MENT BORROWING 

One of many fallacious ideas is that public bor- 
rowing is a direct creation of wealth. The government 
prints its bonds, which become valuable property and 
constitute part of the riches of those who own them, 
thus apparently creating wealth. This is not creation 
of wealth, but merely a transfer by lenders of claims to 



PUBLIC FINANCE 


344 

the wealth, just as when a mortgage is placed on a 
piece of real estate. Whether or not government bor- 
rowing ultimately results in the creation of wealth de- 
pends upon the manner of using the funds. For example, 
war borrowing is a method of assuring the destruction 
of wealth; but, on the other hand, government bor- 
rowing in order to build a concrete highway or an elec- 
tric power plant can result in increased wealth in the 
same way as if these improvements were made by pri- 
vate enterprise. 

There is also the naive belief that borrowing is a 
painless method for a government to obtain funds for 
public activities of various sorts, and that the supply of 
government credit is somehow inexhaustible. No gov- 
ernment possesses an Aladdin’s lamp capable of such 
magic. As a matter of fact, public credit, as well as 
any other type of credit, has to be carefully protected. 
Many governments have found to their sorrow in times 
of stress that their credit has disappeared because of 
lack of adequate tax resources to serve as a financial 
basis for public credit. The idea that borrowing is a 
painless method of government financing is true 
in the sense that borrowed money is “easy money”; 
but the additional taxes for debt service are far from 
painless. 

Another type of fallacious reasoning results from 
the observed fact that the rate of interest on bonds of 
governments in good credit standing is usually lower 
than that ^n private borrowing. Because a government 
can borrow* for perhaps four per cent, whereas an in- 
dividual must pay more, perhaps six per cent, it is 
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alleged that the difference indicates the gain from the 
use of public credit. It is assumed that when the tax- 
payer uses funds, he can earn at least six per cent on his 
investment. When the government borrows, at perhaps 
four per cent, the money that otherwise would have 
been collected in taxes remains longer in the possession 
of the taxpayers, where it supposedly will “fructify” at 
the higher rate of six per cent. One obvious defect in 
this reasoning is the simple fact that there must be a 
lender as well as a borrower. If funds are always worth 
six per cent to the taxpayer, why does anyone ever buy 
government bonds bearing only four per cent interest ? 
In the loan and investment market the difference in risk 
in different types of investments is taken into considera- 
tion by prospective investors and reflected in the rate of 
return. 

PUBUC DEBTS IN THE UNITED STATES 

Spending in excess of the revenues collected has re- 
sulted in the accumulation of an amazing volume of 
governmental debt in the United States in the twentieth 
century. The gross public debt outstanding, of all units 
of government, was 3.4 billion dollars in 1902. The total 
was 275.2 billion dollars on June 30, 1945, of which 94 
per cent was federal debt. In 1902 governmental debt 
was equal to I43 for each person in the United States, 
while in 1945 the per capita debt was $1,971. The vol- 
ume of public debt also has grown much more rapidly 
than the national income. Governmental debt in 1902 
was a sum equal to only 16 per cent of the national in- 
come. In 1945 it was equal to 172 per cent of the national 
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income, although the latter had reached a war boom 
height of i6o billion dollars/ 

The Federal Debt, The following table shows great 
changes in the size of the federal debt since 1916. 


FEDERAL DEBT OF THE UNITED STATES 
IN SELECTED YEARS 
(In Millions of Dollars) 


End of 

Fiscal Year 

Total Gross 
Debt 

End of 

Fiscal Year 

Total Gross 
Debt 

1916 

$ 1,225 

1941 

$ 48,961 

1919 

25,482 

1942 

72,422 

1930 

16,185 

1943 i 

136,696 

1935 

28,701 

1944 

201,003 

1940 

42,968 

1945 1 

258,682 



1946 1 

269,422 


Source: U.S. Treasury Department, Annual Report of the Secretary of 
the Treasury, 1935; Treasury Bulletin, August 1946, p. 22 


Before the United States entered the First World War 
the federal debt was relatively insignificant, but by 1919 
it had mounted to the then unheard-of height of 25.5 
billion dollars. Thereafter, there was a steady retirement 
of the federal debt until by 1930 it had been reduced to 
16.2 billion dollars. This repayment of 9 billion dollars 
of government debt in a decade was a remarkable rec- 
ord, and it was accomplished in spite of the fact that the 
rates of the federal income tax were reduced and the 
personal exemptions raised. 

In contrast, after 1930 there was a long period of suc- 
cessive' annual deficits and an enormous rise in the 

^ U.S. Bureau of the Census, Governmental Debt in the United States: 
1945, pp. 4, 5 
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federal debt. During the depression period these deficits 
averaged about three billion dollars annually and re- 
sulted in increasing the debt to nearly 43 billion dollars 
by 1940. The borrowing was for the purpose of provid- 
ing funds for relief, public works and other measures 
intended to assist economic recovery. This expansion of 
the federal debt by 27 billion dollars in time of peace 
was unprecedented, since practically all previous fed- 
eral borrowing had been for war purposes. 

Following the outbreak of the war in Europe in 1939, 
the United States began spending heavily for national 
defense and the size of the deficits rose sharply. After 
our entry into the war in December 1941, the volume 
of federal borrowing in the next few years was on a scale 
dwarfing that of the First World War. Despite phe- 
nomenal increases in revenue collections, the annual net 
deficits were 50 billion dollars or more in the fiscal years 
1943, 1944, and 1945. Although hostilities ceased in 
August 1945, the deficit for the year ending June 30, 
1946, was nearly 22 billion dollars and the federal debt 
then stood at a height of 269.4 billion dollars. 

The computed annual interest charge on this debt 
was 5,351 million dollars and the computed average in- 
terest rate was 1.996 per cent. The average interest rate 
was only half as large as that on the money borrowed 
for the First World War, although the amount bor- 
rowed in the Second World War was many times 
greater. Interest rates on government securities had 
fallen greatly during the depression of the 1930’s and 
continued at a low level throughout the war period. 
Another reason the average interest rate on the debt at 
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the end of the war was as low as two per cent was the 
large proportion of the debt consisting of short-term 
securities bearing much lower rates of interest than 
long-term bonds. About 29 per cent of the debt was in 
the form of notes. Treasury bills, and certificates of 
indebtedness. 

The avowed policy of the Treasury was to do as much 
of its war borrowing as possible from non-inflationary 
sources. Nevertheless, despite strenuous efforts to en- 
courage individuals and other nOn-bank investors to buy 
federal securities with their savings, more than a third 
of the war borrowing had to be obtained from banks. 
According to estimates of the Treasury Department the 
ownership of the federal debt in June 1946 was distrib- 
uted as follows: banks (commercial and Federal Re- 
serve), 40 per cent; governments (federal agencies and 
trust funds, state and local governments), 13 per cent; 
individuals, 23 per cent; other investors (insurance 
companies, mutual savings banks, other corporations 
and associations), 23 per cent. 

A major part of the federal securities sold to individ- 
uals consisted of discount bonds, a new type of which 
the Series E United States War Savings Bonds were the 
most popular. These were non-negotiable but could be 
redeemed at the option of the holder. If held until ma- 
turity at the end of ten years, the interest received at that 
time represented an annual yield of 2.9 per cent on the 
purchase price. A common practice during the war was 
the purchase of these bonds by workers under a savings 
plan whereby their employers made regular deductions 
from pay for this purpose. Many persons, however, 
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“cashed” their bonds instead of holding them as sav- 
ings. A total of 43 billion dollars of Series E war bonds 
had been sold by June 30, 1946, of which 29 per cent al- 
ready had been presented for redemption. 

In addition to the debt consisting of its own obliga- 
tions as shown in the table on page 346, the federal gov- 
ernment had contingent liabilities in the form of bonds 
guaranteed by it, but which have been issued separately 
by certain government corporations. The amount of 
these guaranteed obligations reached a total of 6,360 mil- 
lion dollars in 1941, but it was only 467 million dollars 
on June 30, 1946. Most of the guaranteed obligations 
have been issued by the Federal Farm Mortgage Corpo- 
ration, the Home Owners’ Loan Corporation, the Re- 
construction Finance Corporation, and the Commodity 
Credit Corporation. As the borrowers from such agen- 
cies repay their loans, the guaranteed securities are 
liquidated. 

State and Lacal Debt. Most of the debt of the states 
and their local units has been incurred for capital out- 
lays such as the construction of highways, school build- 
ings, water systems, and various other capital improve- 
ments. The total state and local net debt (gross debt less 
sinking fund assets) in 1945 was 14.7 billion dollars. 
Nearly one half of the local debt consisted of debts of city 
governments and half of the latter was for municipally 
owned enterprises. It must be remembered, of course, 
that there are great differences in the situation of par- 
ticular communities, ranging from some that are heav- 
ily in debt to others that are free of debt. 

In the past quarter century the trend in the total 
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amount of state and local debt has been very different 
and often has been the reverse of that of the federal 
debt. The latter vyas reduced by a third during the 1920’s 
while the former practically doubled between 1922 and 
1932. In the decade of the 1930’s, the federal debt more 
than doubled but state and local debt in 1940 was only 
slightly more than in 1932. In contrast with the soaring 


NET DEBT OF STATE AND LOCAL GOVERNMENTS 
(In Millions of Dollars) 



State 

Local 

1 

Total 

1902 

S 235 

$ 1,630 

$ 1,865 

1912 

346 

3,476 

3,822 

1922 

935 

7.754 

8,689 

1932 

2,374 

15,216 

I7>590 

1945 

1,839 

12,853 

14,692 


Source: U.S. Bureau of the Census, Wealth, Public Debt and Taxation, 
1922; Financial Statistics of State and Local Governments, 1932; Govern* 
mental Debt in the United States: ig4$ 


national debt, the amount of state and local debt de- 
clined approximately one sixth between 1940 and 1945. 
In this war period there was very little new borrowing 
by the states and local units, since capital improvements 
could not be undertaken because of the lack of available 
labor and materials. Furthermore, they could more 
easily retire debt because of increased revenue collec- 
tions resulting from war-created prosperity. By the end 
of the war, only six per cent of all governmental debt in 
the United States consisted of state and local debt, 
whereas in 1932 it had constituted fifty per cent of the 
total. 
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LIMITATIONS ON PUBLIC BORROWING 

Public borrowing is a highly useful fiscal device 
which, if handled properly, is a good servant but, if 
abused, public debt can become a harsh master. Borrow- 
ing may at times serve as a desirable supplement to tax- 
ation but, of course, is not a permanent substitute for it. 

In order that public credit may be available when 
needed, certain fundamental rules should be observed. 
One of these is integrity on the part of the borrower. 
Governments have sometimes destroyed their credit, 
for a period of time, by repudiation or outright refusal 
to pay their debts. Others have impaired their credit by 
defaulting on their debts, that is, by failing to pay the 
interest or principal promptly when due. After a repu- 
diation, or even a default, it may be years before a gov- 
ernment can borrow funds again at reasonable rates. 

Economic Limitations. As a general rule, a unit of 
government seeking to borrow is subject to economic 
limitations and must appeal primarily to the pecuniary 
motive and sell its securities at rates of interest and at 
prices determined by conditions in the capital invest- 
ment market. The various economic forces that affect 
credit, both public and private, are reflected in the sup- 
ply of and demand for investment funds and in the re- 
sulting interest rates and other terms and conditions of 
loans. The ability of a governmental unit to secure 
funds from voluntary lenders and the terms at which 
it can borrow depend upon, first, its own credit stand- 
ing, and second, the general condition of the capital 
market at the time the loan is sought. 
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The competitive capital market is not always a sure 
guide as to the degree of soundness of public credit. At 
a time when the credit market is in a state of collapse, as 
during a severe financial panic, it might be difficult to 
float long-term bond issues in large amounts, even by 
political units with excellent credit ratings. On the other 
hand, there are times, such as during the depression of 
the 1930’s, when public borrowing at low rates of inter- 
est is relatively easy because owners of capital are ex- 
tremely timid of investing in private enterprises. Since 
other investment opportunities are less attractive because 
of greater risk of losses, there is an increased demand for 
government securities and this may cause them to sell 
at prices yielding abnormally low rates of return. This 
does not prove, however, that the financial condition of 
the borrowing unit is better than previously. 

Federal Borrowing. Although economic forces affect 
the borrowing ability of nations, the credit of the United 
States government usually has been so excellent that 
expressions like “as good as U.S. government bonds” or 
“as sound as the credit of the nation” have been com- 
mon. For a long time the expansion of the federal debt 
has not been limited by any lack of ability to borrow, 
but its extent has depended almost entirely on the 
policy followed by Congress and the Treasury. A maxi- 
mum limit on the size of the federal debt is prescribed 
by Congress and the Treasury is authorized to borrow 
within this limit. The statutory limitation has been 
changed from time to time. As the debt rose during the 
depression and war years, the limit was extended to 300 
billion dollars but this was reduced to 275 billions in 1946. 
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The national government has monetary and other 
powers which affect the market for its securities and the 
terms upon which it borrows. Congress can require the 
use of federal bonds as bank reserves, as was done for 
notes when national banks issued their own bank notes. 
It has provided that member banks can use their federal 
securities to increase their reserves at the Federal Re- 
serve Banks and in other ways can make the purchase 
of such securities attractive to banks. Heavy purchases 
of U.S. securities by commercial banks and the Federal 
Reserve Banks were largely responsible for a great in- 
crease in bank credit expansion during the war, thus 
virtually resulting in “monetization of the debt.” 

Monetary and banking policies influence the terms 
upon which the government can borrow. The “easy 
money policy” sponsored by Federal Reserve authori- 
ties and encouraged by the Treasury probably was a 
major factor contributing to the low interest rates on 
federal securities issued during the past decade. 

It has been the policy of the federal government to 
borrow from voluntary lenders. If for any reason this 
method should fail or prove to be unsatisfactory, the 
national government could introduce a system of com- 
pulsory loans. This might be accomplished in conjunc- 
tion with the tax system. A portion of the excess profits 
tax in effect during the Second World War was in 
reality a forced loan since part of the sum paid by a cor- 
poration was refundable after the war. Similarly, a part 
of the income tax could be refundable, thus constituting 
a form of compulsory saving or forced loan, as occurred 
in Great Britain during the war. 
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State Borrowing. The forty-eight state governments 
have no powers over the monetary system, although 
they can make their bond issues legal investments for 
such financial institutions as savings banks, trust com- 
panies, and life insurance companies, and thereby affect 
somewhat their marketability. Most state constitutions 
permit the state to incur debt but require that proposals 
for the issuance of bonds must first be approved by a 
vote of the citizens. The states that decide to borrow 
usually have no difficulty in selling their bonds, but the 
interest rates necessary to attract investors are variable. 

Local Borrowing. Borrowing by local governments is 
limited not only by their credit standing in the invest- 
ment market but also by acts of state legislatures and 
sometimes by charters and by state constitutions. In 
many states, the amount that a local unit may borrow is 
limited to a certain percentage of the assessed valuation 
of the property located in it. It is usual to regulate the 
purposes for which local governments may borrow, the 
length of time for which securities may be issued, and 
methods intended to insure the repayment of debts 
when due. 

There are good reasons for legislation to curb local 
borrowing, such as the imposition of statutory limits 
on the creation of debt. In the investment market, judg- 
ments concerning the credit standing of local govern- 
ments in a state tend to be based on their general 
reputation. If there are defaults in a certain state they 
tend to infure the marketability of the securities of the 
other local units in that state, with the possible excep- 
tion of large cities which are known on their own merits 
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in the investment market. Thus, if a state has no legis- 
lation to control excessive and unwise borrowing by its 
political subdivisions, a few of them could damage the 
credit standing of other more carefully administered 
local units. 

A state government has an obligation to protect polit- 
ical subdivisions that use their credit wisely from the 
deleterious effects of the excesses of others. Likewise, a 
state has a moral obligation to protect investors in the 
securities of its local government units, particularly if 
the state has made such securities legal investments for 
savings banks, life insurance companies, ahd other simi- 
lar financial institutions. Finally, the state government 
has an obligation, particularly when the borrowing by 
local officials is not subject to approval by the voters, to 
protect the taxpayers from the burden of the higher 
taxes that eventually would follow imprudent debt 
creation. 

The lack of sufficient restrictions on borrowing by 
local units and the large local debts that were permitted 
to be incurred were largely responsible for the epidemic 
of defaults during the period 1931-1935. Early in 1934, 
more than two thousand local units in the United States 
were in default and over half of these were in seven 
states. By way of contrast, there were seven states in 
which there were no defaults on local government 
securities, and, generally, in these states a conserv- 
ative policy had been followed with respect to local 
borrowing. 


3 = 
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DEBT RETIREMENT 

Once a debt has been incurred, the payment of inter- 
est becomes a fixed charge which continues inexorably 
year after year until the debt is finally extinguished. 
Charges for interest that are rather easily borne in years 
of prosperity may become extremely burdensome in 
time of adversity and even lead to defaults. 

In addition to the amount necessary for all other gov- 
ernmental expenditures, a tax-supported debt requires 
the collection of taxes for interest payments. Still further 
taxes must be obtained for repayment of principal if the 
debt is to be paid off. If there is a surplus of revenues 
over expenditures and the debt is actually retired, then 
both interest and principal payments cease and taxes 
are no longer required for either. There is good reason, 
therefore, to desire to be free from debt. 

Some public debts, however, have not been reduced 
materially over a long period of years, but have become 
larger and larger. Part of the present British national 
debt was incurred in waging the Napoleonic Wars 
more than a century ago. With relatively little reduc- 
tion in the size of the debt between wars, each major 
war has forced the debt to a successively higher level. 
Consequently, a large portion of the taxes collected is 
required to pay only the interest on what has been an 
ever-growing perpetual debt. 

The British “consols” are government bonds which 
have no qjaturity date. Repayment of the principal is 
not required and there can be no default as long as the 
interest is paid regularly. Such bonds maintain their 
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value and are attractive investments because they pro- 
duce an income. 

In the United States, although government bonds 
have fixed maturity dates, debts are not necessarily ex- 
tinguished. When bonds become payable the holders 
may be paid with the proceeds from new bond issues, 
a process called refunding the debt. Even when matur- 
ing bonds are actually retired with revenues that have 
been collected, the size of the total debt outstanding may 
not be reduced and may even increase as the result of 
new borrowing. This often has been the case, particularly 
in many cities and other local units. Instead of constantly 
expanding the debt, it is wise to pay it in order to safe- 
guard public credit. Government credit should be a 
reservoir of strength for use when needed. A policy of 
retiring debt helps to insure that borrowing capacity 
will be unimpaired. 

Throughout the history of the nation, the traditional 
policy of the federal government has been rapid retire- 
ment of the national debt after each war. Several times 
the country was virtually free from federal debt. The 
present national debt is so enormous, however, that 
even if it were reduced at an average rate of 2.5 billion 
dollars a year, more than a century would be required to 
liquidate it. It probably will be difficult to raise sufficient 
taxes in excess of expenditures to produce the budget 
surpluses necessary for even a relatively slow rate of re- 
tirement. Nevertheless, this is the method by which the 
burden can be lightened eventually, since by reducing 
the debt the annual interest charge becomes smaller. 
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Principles of Public Credit 


PURPOSES OF PUBLIC BORROWING 

Borrowing by the federal government has been pri- 
marily to meet emergencies, particularly wars. Although 
previous wars were financed largely by borrowing, 
these earlier war debts now appear small in comparison 
with the huge debt incurred in the Second World War. 
With the exception of a relatively small amount bor- 
rowed to finance the construction of the Panama Canal, 
the capital improvements undertaken by the federal 
government before 1930 were financed out of current 
revenues. The emergency occasioning the large increase 
in federal borrowing during the 1930’s was not a war, 
however, but a period of widespread and serious de- 
pression. Most of the borrowing was done to provide 
funds for the relief of unemployment and to finance a 
large public works program, consisting of the construc- 
tion of water-power projects, highways, public build- 
ings, and various other capital improvements. The 
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federal works program was undertaken primarily to 
“prime the pump” — to stimulate business, to increase 
employment and purchasing power and, at the same 
time, to initiate projects of permanent national improv- 
ment. 

Most of the state and local borrowing has been for 
the construction of capital improvements. During the 
early 1930’s, however, some of the states and munici- 
palities borrowed heavily for unemployment relief. 
A large part of the debt of the state governments has 
been incurred for highway construction, while local 
debts have been incurred chiefly for schools and other 
public buildings, capital improvements for health and 
sanitation, and roads and streets. 

Public credit may be used as a cushion to soften the 
shock of the fluctuations in economic activity arising 
from the business cycle. If borrowing is possible at fav- 
orable rates when needed, public credit can serve as a 
bulwark of defense against the fiscal difficulties that are 
associated with serious depressions. Many of the state 
and local governments borrowed so much during the era 
of prosperity in the 1920’s that the subsequent financial 
breakdown found them saddled with large debts. Con- 
sequently, as revenues rapidly declined, they found it 
increasingly difficult to meet the heavy fixed charges 
for debt service. In contrast, a large part of the federal 
debt was retired in the decade following the First World 
War and, during the difficult times of the 1930’s, the 
federal credit was an “ark of refuge” supplying neces- 
sary funds for unemployment relief that state and local 
governments often were unable to provide. 
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BORROWING VERSUS THE PAY-AS-YOU-GO 
POLICY 

It is frequently maintained that instead of borrowing 
a government should pay for its capital improvements 
from current revenues, or adhere to what is popularly 
known as the “pay-as-you-go” policy. It is contended 
that such a policy is cheaper in the long run because it 
avoids the added charge for interest. This additional 
outlay for interest may be so large as to double the cost 
of an improvement. The total amount paid in interest 
on a twenty-five-year 4 per cent bond is equal to the 
par value of the bond. 

On the other hand, it must be remembered that the 
citizens have the use of the improvements while they 
are paying for it. The benefits derived from it, if the 
project is a desirable and wisely executed one, should 
be greater than, or at least offset, the interest paid. The 
value of the benefits from the use of the public im- 
provement earlier than would have occurred if it had 
been financed out of current revenue must be taken 
into consideration in calculations of cost. The cost of 
“doing without” the improvement possibly might prove 
to be greater than the interest that would have to be 
paid on the bonds issued for the purpose of making the 
improvement. Thus the continued use of a firetrap 
school building might result in a fire and loss of life that 
would far outweigh as a social cost the interest on bonds 
for a safer structure. 

Man)» states have borrowed heavily to construct 
highways, but a few states have managed to construct 
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good highway systems by financing them out of cur- 
rent revenues on a pay-as-you-go basis. The improve- 
ment of a highway system does not need to be done all 
at one time but can be more or less continuous in char- 
acter. Several miles of highways can be improved each 
year from current revenues, thus avoiding a large 
amount of debt and the interest upon it. Ordinarily, it 
would be uneconomical to build certain capital im- 
provements, such as a school building or a public utility 
plant, in a piecemeal fashion. In the construction of a 
highway system, on the other hand, the roads that are 
used most can be improved first and the remainder con- 
structed as current revenues become available. 

Another argument in favor of the pay-as-you-go 
policy of financing capital improvements is that bor- 
rowing often leads to extravagance and wasteful ex- 
penditures. There is a temptation for elected officials to 
borrow to finance improvements desired by the people 
and leave to their successors in office the worry of 
collecting taxes to pay the public debts thus created. 
Furthermore, even when bond issues must be approved 
by a vote of the people, they are often approved because 
so many persons wish to stimulate employment and 
have the improvement for present use, and to leave to 
posterity the problem of paying for it. That the use 
of public credit is more conducive to extravagance than 
paying for improvements out of current taxes must be 
admitted, but this does not mean that borrowing is 
unwise under all circumstances. Public borrowing is a 
beneficial and legitimate device in government finance 
provided it is done intelligently. Like many other es- 



PUBLIC FINANCE 


362 

sential tools, public borrowing easily can be abused, 
but to offer this as an excuse for dispensing with it 
altogether is like saying that hammers should be 
abolished because they sometimes are used to commit 
homicide. 

WHEN IS PUBLIC BORROWING 
JUSTIFIABLE? 

When is it proper for a political unit to borrow? 
How much is it permissible to borrow in relation to 
the amount raised by taxation ? The answers to these 
important practical questions necessarily depend on 
human judgment and are subject to differences of 
opinion. However, certain generalizations may be laid 
down. 

Fiscal Emergencies. It is sometimes a wise policy to 
use public credit to meet deficits arising in a fiscal emer- 
gency. It might be proposed that when facing a deficit 
a government, instead of borrowing, should either in- 
crease its current revenues or reduce its expenditures, or 
both. This is a proper solution, if it can be accomplished 
without too great hardship, but if the emergency is a 
serious one the matter is not so simple. Revenues usually 
cannot be increased quickly because it requires time to 
enact new tax measures and, after the laws are passed, 
it requires further time before the tax produces revenue. 
In a war emergency the nation must greatly expand 
expenditures for defense and war activities. Borrowing 
is essential to provide part of the necessary funds quickly 
and in sufficient amounts. In a war crisis, public borrow- 
ing as well as heavy taxation is required. 
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In a fiscal emergency resulting from a major eco- 
nomic depression, it is difficult to increase the total 
amount of revenue collected. An increase in the rates of 
some taxes may not raise their yield, but merely prevent 
the revenue from falling as much as it otherwise would. 
Certain taxes, particularly sales and commodity taxes, 
can be made sufficiently productive to raise more revenue 
even in a serious depression. It may be socially unde- 
sirable, however, to increase materially the aggregate 
tax load on the people when there is a general stagna- 
tion of economic activity and less income out of which 
to pay taxes. 

The reduction in the total volume of expenditures at 
such times may prove to be equally difficult and in- 
expedient, although it is highly desirable to reduce as 
far as possible any waste and extravagance in expendi- 
tures. For that matter, the latter is the policy of wise 
husbandry at any time, but in a period of stress, when 
extraordinary expenditures for emergency purposes 
are necessary, not only should any waste be squeezed 
out, but even some desirable, although unessential, 
services might be curtailed for the time being. The great 
difficulty in the curtailment of such services is to obtain 
agreement on which ones are not essential. In the 1930- 
1933 depression, the expenditures for education were 
often the ones that in fact were reduced most. Funds 
for libraries, health and welfare services, playgrounds, 
and parks also were frequently diminished greatly. 
“Cutting the expenditures of government to the bone” 
may prove to be a most uneconomic method of meeting 
a deficit. Many of the government services are even 
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more essential for the welfare of the community during 
a serious depression than at other times. To close the 
schools, allow highways to disintegrate, and public 
buildings to crumble for lack of necessary repairs, may 
cost more in the long run, in money and in human lives, 
than the interest charges and extra taxes required by a 
policy of borrowing to prevent such results. 

Furthermore, in times of financial emergency oc- 
casioned by a serious depression, the government is 
called upon to provide funds to relieve unemployment 
and economic distress. Extraordinary expenditures to 
meet such problems cause aggregate expenditures to be 
larger than in normal times, even when costs for or- 
dinary services are reasonably curtailed. In a financial 
emergency of the magnitude of a major war or a great 
depression, it would be unsound, if not impossible, to 
finance all federal expenditures out of current tax reve- 
nues in order to avoid a deficit and to “balance the 
budget.” On the other hand, the plea of “extraordinary 
conditions” and “emergency” should not be allowed 
to serve as an easy excuse for public borrowing and 
spending in excess of current revenues, when a deficit 
can be avoided by reasonable increase in taxation and 
wise restraint on spending. 

It is frequently proposed that governments should 
build up cash surpluses or reserves with which to meet 
financial emergencies, in preference to borrowing to 
cover deficits. It is contended that this would save the 
interest charges and result in less extravagant expendi- 
tures. The accumulation of a reserve has definite ad- 
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vantages in this respect, but it has the practical dis- 
advantages in a democracy that the reserve either will 
not be accumulated because of unwillingness to pay the 
necessary taxes or, if it is actually built up, that it will 
be dissipated and not be available when a real emer- 
gency arises. When “idle” money is lying about it offers 
a continuous temptation to spending, and there are 
always projects or services that certain groups wish to 
have extended. The presence of surplus funds would 
furnish these groups with a plausible argument that 
the additional expenditures, for perhaps laudable pur- 
poses, can be afforded by the government. 

There are also practical difficulties connected with the 
administration of the reserve. If it is not invested, the 
income that it could be earning is lost, and this would 
be uneconomic. On the other hand, if it is invested, it 
may be difficult to sell the securities in the reserve fund 
without incurring loss when the emergency arises and 
cash is required. 

There are some conditions under which sound eco- 
nomic considerations support the accumulation of a 
reserve fund for a particular purpose. It is highly de- 
sirable that a fund should be accumulated by a govern- 
ment from which pensions may be paid to its employees 
when they become superannuated or disabled. Such a 
fund can be regulated according to actuarial principles 
such as are applied in life insurance, so that a reserve 
can be accumulated against the contingent liabilities. 
Another example where the accumulation of a reserve 
of some type is justifiable is in connection with the ad- 
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ministration of social security legislation providing for 
old-age and unemployment benefits/ 

T ax- Anticipation Borrowing. It is a prevalent prac- 
tice of some governments to borrow on short-term 
notes in anticipation of the collection of taxes. This 
is unlike borrowing to meet a deficit arising from an 
emergency situation, because it is a regularly recurring 
practice. Tax-anticipation borrowing arises from the 
fact that expenditures in certain periods of the year are 
much larger than tax collections. As a result, the gov- 
ernment pays interest on borrowed funds for a few 
months in order to meet pay rolls, debt service, and 
other expenditures until the revenue from taxes is 
actually on hand, at which time these short-term loans 
are normally retired. 

Borrowing in anticipation of tax receipts has a proper 
place in government financing but, in the case of local 
governments particularly, it is frequently used more 
than is really necessary, with a consequent large float- 
ing debt and added cost for interest. Tax-anticipation 
borrowing is a useful fiscal practice but need not be 
resorted to extensively if the tax and budget calendars 
are arranged so that better time correspondence be- 
tween revenues and expenditures is obtained. The pay- 
ment of the property tax or an income tax in install- 
ments instead of once a year helps to reduce the amount 
of tax-anticipation borrowing. 

Borrowing for Current Expenses. It is usually con- 
sidered a fundamental principle of sound government 

1 For ftrther discussion of the question of reserves in connection with 
the social security program, see McCabe, D. A., and Lester, R. A., Labor 
and Social Organization. 
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finance that borrowing should not be utilized to meet 
current expenses, but should be used only for financial 
emergencies and to finance the construction of public 
improvements. It is well to emphasize this proposition 
because it is too often a temptation to borrow to avoid 
raising taxes. In the past, one city once sold fifty-year 
bonds to buy brooms for the street-cleaning department, 
and others have paid salaries and other current expenses 
out of borrowed funds. Ordinarily such use of public 
credit must be condemned. But in certain circumstances 
of an emergency character it may be wise policy to bor- 
row for current expenditures, if necessary to maintain 
essential services. For example, in preference to closing 
the schools, the maintenance of which is a current ex- 
pense, it may be better to borrow to pay teachers’ salaries 
and other current operating costs. 

Borrowing for Capital Improvements. Under cer- 
tain conditions, it is justifiable for a government to 
borrow in order to finance the cost of capital improve- 
ments. In many cases the construction of a public im- 
provement out of current revenue would entail so 
heavy a rise in taxes that it would be better to spread 
the cost over a period of years. With such an arrange- 
ment the people can enjoy the use of the improve- 
ment while paying for it. This does not mean, how- 
ever, that all capital improvements should be financed 
by borrowing. For example, a large city is constructing 
school buildings more or less continuously, whereas 
a small town may construct one only once in a genera- 
tion. There is more justification, therefore, for a small 
town than for a large city to finance its school construe- 
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tion program by bond issues. The relative cost of an 
improvement is an important factor in determining 
whether borrowing is justified. 

When a government borrows for the purpose of 
spreading over a period of years the cost of capital 
improvements, the length of time that the bonds will 
remain outstanding should not exceed the probable 
life of the improvement. Otherwise, the people would 
be paying taxes for debt service on the bonds after the 
improvement had ceased to be useful to them. 

Publicly Owned Enterprises. A government may 
justifiably borrow for self-supporting enterprises, as- 
suming of course that the enterprises undertaken will 
have competent management, that there is a sufficient 
need for them, and that government ownership is in 
the public interest. Under these conditions it is as 
proper for a government to issue bonds, if necessary, to 
secure capital for the construction of a water system, 
an electric plant, or some other self-supporting enter- 
prise, as it would be for a private corporation to do the 
same thing. A special type of security known as the 
revenue bond is often used for this purpose. The debt 
service on revenue bonds is paid out of earnings of the 
public enterprise for which they were issued. 

ECONOMIC EFFECTS OF PUBLIC 
BORROWING 

In the public economy, as in private finance, the use 
of credit has various economic effects, and the nature 
of thes'e effects depends upon the conditions and cir- 
cumstances attending its utilization. The economic 
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effects of creating public debts depends upon who buys 
the bonds, how they are purchased, the purposes for 
which the purchasing power thus obtained by govern- 
ment is spent, the methods of spending it, and what 
would have been done with the money if it had not 
been spent by government. The effects of debt retire- 
ment depend on how the additional revenue required 
is raised, who contributes this revenue, what they would 
have done with the money if it had not been taken by 
the government, who owns the bonds, and what these 
owners do with the purchasing power returned to 
them when the bonds are redeemed. 

As a consequence of the changes in the use of pur- 
chasing power, resulting from public borrowing and 
debt retirement, there are different effects on the prices 
of different goods and services. The use of public 
credit may affect the price level, interest rates, produc- 
tion, consumption, and the distribution of wealth and 
income. 

Effects on the Price Level. When a public loan is 
floated and the bonds are taken by investors who buy 
them with accumulated savings, there is a transfer of 
purchasing power from the lenders to the government, 
just as the payment of taxes is a transfer of purchasing 
power from the taxpayers. As the government spends 
the money in a different manner than it otherwise 
would be spent, the prices of particular goods and serv- 
ices can be affected by such transfers of purchasing 
power. The general price level, however, is not likely , 
to be raised by either the payment of taxes or the pur- 
chase of bonds out of savings. Neither one is inflation- 
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ary, since total purchasing power is not increased but is 
simply diverted to the government from the taxpayers 
or the bondholders respectively. 

When government financing adds materially to the 
supply of money and credit, however, as by the issuance 
of paper money or when the sale of bonds in large 
quantities results in the creation of additional bank 
credit, it tends to raise the general price level. This re- 
sults in the creation of additional purchasing power 
rather than merely its transfer from the hands of in- 
vestors to the government. 

A change in the general price level, whether the re- 
sult of public borrowing or some other cause, has im- 
portant effects on creditors, debtors, and other eco- 
nomic groups that need not be discussed here. The 
evil effects of pronounced changes in the value of 
money have already been discussed in another part of 
this volume.^ 

Effects on Production, Public borrowing, by increas- 
ing the amount of funds available to government for 
expenditure, can affect the prices of the commodities 
upon which the money is spent by increasing the de- 
mand for them, and thus stimulate the production of 
these commodities. At the same time, this may cause 
purchasing power to be diverted from other commodi- 
ties and thus cause the demand for them, their prices, 
and the amount produced to be less. For example, war 
borrowing provides funds, the spending of which in- 
creases, the production of munitions and other war sup- 
plies, and the diversion of capital and labor to the 

2 Cf. above, Chapter I. 
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industries producing such products tends to diminish 
the production of other types of goods and services. 

During the Second World War, production of many 
types of goods for civilian use was curtailed. Construc- 
tion of civilian housing and the manufacture of auto- 
mobiles, refrigerators, and various other durable con- 
sumer goods practically stopped. Nevertheless, the 
output of war materiel was so large that total produc- 
tion, including both military and civilian goods, was 
greatly above the pre-war level. Government war spend- 
ing, in large part from borrowed money, was primarily 
responsible for this increase. 

The repayment of debt also can affect production. 
The taxes raised to pay off the debt reduce the amount 
that the taxpayers have to spend or to invest in business 
enterprises, but a corresponding amount is handed over 
to the bondholders. The effect on production of debt re- 
payment, then, depends upon both what the taxpayers 
would have done with the money paid in taxes, and 
what the bondholders do with the funds returned to 
them. 

Effects on Distribution of Wealth and Income. When 
an investor exchanges his savings for government se- 
curities the amount of his capital is the same and the 
process of public borrowing thus far has not changed 
the distribution of wealth. The spending of the bor- 
rowed funds by the government, however, may affect 
the distribution of income. For example, when funds 
obtained from the sale of bonds are spent for a bonus 
for war veterans, subsidies to farmers, or relief to the 
aged, the incomes of the recipients are increased. 
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The effects of debt service payments upon the distri- 
bution of wealth and income depend upon who owns 
the securities and also upon how the taxes are raised to 
pay the interest or to retire the debt. If regressive taxes 
provide the necessary funds, it is likely to accentuate the 
existing inequality in the distribution of wealth, par- 
ticularly if the bonds are owned for the most part by the 
higher income groups. On the other hand, if progressive 
income and inheritance taxes supply the money, the 
higher income groups in effect pay themselves. If the 
funds borrowed by government were used for purposes 
that benefit primarily those with low incomes, the proc- 
ess as a whole has a tendency toward equalizing the 
distribution of wealth, much the same as if the proceeds 
of the progressive taxes were spent directly for these 
purposes. 

It will be difficult to determine the ultimate effects on 
the distribution of wealth and income of interest pay- 
ments and any retirement of principal of the present 
large federal debt. As mentioned in the preceding chap- 
ter, only 23 per cent of the federal debt outstanding in 
June, 1946, was owned by individuals. As to this portion 
of the debt, it is likely that a relatively small part will 
continue to be held by persons in the low income 
groups. Although wage earners bought bonds during 
the war, a large part of such bonds have been “cashed” 
before maturity. Since about three quarters of the debt 
is held by government agencies and trust funds, banks, 
insur Jiice companies, and other corporations and associ- 
ations, it is evident that most of the payments for inter- 
est and principal will be received by organizations and 
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probably commingled with other funds. Consequently, 
it would be difficult to trace such payments to the indi- 
viduals who become the ultimate beneficiaries and to 
compare the amount received by persons in each income 
group with the amount of taxes they contribute on ac- 
count of the debt. 
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aged, 2 1 4-2 1 7, 237 

Government, types of income 
of, 257-259; and income 
taxes during business cy- 
cles, 321-322 

Government borrowing, 
unique features of, 341-343; 
fallacies concerning, 343- 
345; public debts in the 
United States, 345^350; ta- 
ble of state and local, 350; 
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limitations on federal, state, 
and local, 351-355; purpos- 
es of, 358-359; versus the 
pay-as-you-go policy, 360- 
362; for fiscal contingencies, 
362-366; in anticipation of 
tax collection, 366; for cur- 
rent expenses, 36^367; for 
capital improvements, 367- 
368; for publicly owned en- 
terprises, 368; economic ef- 
fects of, 368-373; effects of, 
on price level, 369-370; ef- 
fects of, on production, 370- 
371; effect of, on distribution 
of wealth and income, 371- 

373 

Government expenditures, 
248-256; growth in, 248- 
252; federal, 249-251; table 
of federal, 249; state and lo- 
cal, 251-252; table of state 
and local, 251; reasons for 
growth in, 252-256; in- 
crease in territory and pop- 
ulation as cause of growth, 
252-253; changes in price 
level as cause of growth, 
253; urbanization as factor 
in growth, 253-254; table of 
per capita, 254; rise in stand- 
ard of living as factor in, 
254-256; table of state per 
capita income and expendi- 
tures, 255; and income taxes 
during business cycles, 321- 
322 

Grahiigi, F. D., cited, 170/2. 

Graves versus O'Keefe, cited, 
312/2. 


Greenbacks (United States 
notes), 47, 62. See also 
promissory notes 

Griffin, C. E., quoted, 189 

Helfferich, Karl, quoted, 
9/2. 

Hoarded money, advantage of, 
19; as cause of bank failures, 
19, 157-158; disadvantage 
of, 19-20, 167-168; in de- 
pression and prosperity, 19- 
21, 168; as medium of pay- 
ment, 167-168 

Home Owners’ Loan Corpor- 
ation, 107 /2. 

Incidence, meaning of, 278- 
279; of general property tax, 
291-297; of personal prop- 
erty tax, 291-293; of real 
property tax, 293-297; of ur- 
ban land tax, 293-294; of ag- 
ricultural land tax, 294-296; 
of buildings tax, 29^297; 
of personal income tax, 298; 
of net income tax, 298-301; 
of corporation income tax, 
298-301; of other types of 
taxes, 301-302 

Income taxes, incidence of, 
298-301; incidence of per- 
sonal, 298, 303-304; inci- 
dence of corporation, 298- 
301; theory and advantages 
of personal, 304-305; feder- 
al personal, 306-313; pro- 
ductivity of federal person- 
al, 306-307; taxable net in- 
come and federal personal, 
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307- 308; rate structure of 
federal personal, 308; collec- 
tion of federal personal, 

308- 310; capital gains and 
losses and federal personal, 
3 10-3 12; tax-exempt securi- 
ties and federal personal, 
3 12-3 13; state personal, 313- 
315; and double taxation, 
3 14-3 1 5; corporation and 
business, 315-322; federal 
corporation, 317-319; pro- 
gressive rates and federal 
corporation, 317-318; on ex- 
cess profits, 318-319; state 
corporation, 3 19-321; and 
the business cycle, 321-322 

Index numbers, defined, 133; 
computation of, 133-136; 
varieties of price, 136-137; 
of general price level, 137- 
138; compiled by Carl Sny- 
der, 137-138, 146 

Inflation, 140 

Interdistrict settlement ac- 
count, 99 

International Bank for Re- 
construction and Develop- 
ment, 232 

International gold-bullion 
standard, 113, See also gold 
standard 

International Monetary Fund, 
purposes of, 228-229; oper- 
ations of, 229-232; quotas 
in, 229; obligations of mem- 
bers of, 232-234; role of 
gold in, 234-236 

Investment and savings, 68- 
69; intermediary institu- 
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tions for, 70-75; investment 
banks, 71-72; investment 
trusts, 73-75 

Kemmerer, E. W., cited, 1 1 n,, 
quoted, 171 

Keynes, J. M., cited, 12 n. 

Legal tender, defined, 16, 39; 
government determination 
of, 17; paper money as, 34- 
35 

Lester, R. A., cited, 366 n. 
Letters of credit, 65^6 
Luthringer, G. F., cited, 226 n. 

Margin, 61 

Mark, German unit of ac- 
count, 10 

McCabe, D. A., cited, 366 n. 
McCulloch versus Maryland, 
cited, 312/2. 

Mclsaac, A. M., cited, 71 n., 
280 n., 285 n,, 296 n,, 299 n. 
Mint par of exchange, 218-219 
Modlin, G. M., cited, 296 n. 
Monetary gold stock, iii, 
112-115, 124-125; and 

quantity of money, 148-155; 
and production of gold, 149- 
153; and commodity uses of 
gold, 1 53-1 55; effect of gold 
flows on, 204-205 
Monetary legislation, of 1933, 
342; of 1934, 113, 124, 342 
Monetary standards, in United 
States, 236-238. See also 
standard, gold standard, sil- 
ver standard, paper stand- 
ard 

Money, popular connotation 
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of, 3; importance of, 3-4; 
definition of, 6-7; functions 
of, 7-21; as a medium of 
payments, 7-9; general ac- 
ceptability of, 8-9; as a 
measure of value, 9-14; of 
account, 10; standard, lo- 
13; gold dollar as standard, 
ii; unit of account and 
standard, 11-13; fluctua- 
tions in value of, 14; as a 
standard of deferred pay- 
ments, 14-18; advantages 
of, in deferred payments, 
15-16; optional, 16-17; le- 
gal tender, 16-17, 39; the 
state and legal tender, 17; 
limitations of, as standard 
of deferred payments, 17- 
18; as a store of value, 18- 
21; hoarded, 19-21; and 
consumer in capitalistic sys- 
tem, 21-22; under system 
of free enterprise, 22-23; 
and wage earner, 23-24; re- 
lation of, to capitalist, 24- 
26; investment of, in enter- 
prise, 25-26; and saving in 
capitalistic system, 25-26; 
essential to capitalistic sys- 
tem, 26; origin of, 27-28; 
consumable commodities 
used as, 28-29; durable 
goods used as, 29; early use 
of metals as, 29-30, 31; early 
forms of token, 30-31; coin- 
age of, 31-32; paper, 33-36; 
gove^tynent control of, 34- 
35; advantages of paper, 35- 
36; demand deposits as, 36- 


38, 62; classification of, 38- 
49; full-bodied, 39-41, 181; 
representative full-bodied, 
41-42; credit, 42-49; 
amount of, in circulation in 
United States, 49; value of, 
1 32- 1 33; consequences of 
changes in value of, 140-144; 
velocity of circulation of, in 
equation of exchange, 145- 
147; quantity of, in circula- 
tion, 147-161; quantity of, 
and supply of gold, 148- 
155; velocity of circulation 
of, 162-172; balances, 162- 
165; effect of monetary hab- 
its of individuals and busi- 
ness enterprises on velocity 
of circulation, 163-165; two- 
way convertibility of gold 
into, 182; automatic control 
of amount in circulation 
in gold-standard countries, 
210-212 

Monthly Review of Credit and 
Business Conditions, quot- 
ed, 137 n. 

National banks, 75, loi. See 
also banking system, federal 
reserve system 

National Industrial Confer- 
ence Board, quoted, 251 

National Tax Association, 
model plan of, quoted, 304 

Notes. See promissory notes 

Open-market Committee, 95, 
108 

Optional money, 16-17 



INDEX 


Paper money, 33-36; convert- 
ibility of, 33-34; as legal 
tender, 34-35 ; advantages 
of, 35-36; representative 
full-bodied money a form 
of, 41-42 

Paper standard, managed, 
217-218; exchange rates un- 
der, 218-222; adjustment in 
balances of international 
payments under inconverti- 
ble, 222-225; criticisms of 
managed, 225-227; incon- 
vertible, 236, 237 

Polloc\ versus Farmers* Loan 
and Trust Co,, cited, 306 n. 

Pound sterling, unit of ac- 
count in England, 10; de- 
fined, 13; paper bound, 13, 

?53 

Price level, index numbers of, 

133-136, 136-137; index 

numbers of general, 137- 
138; chart of trends of, 138; 
kinds of movements of, 138- 
140; secular movement of, 
138-139; cyclical movement 
of, 139; irregular movement 
of, 140; inflation and defla- 
tion, 140; effects of changes 
in general, on distribution 
of wealth and income, 141- 
142; effects of changes in 
general, on production, 142- 
144; rising, 142-143; declin- 
ing, 143; stable, 143; equa- 
tion of exchange and gener- 
al, 145-147; and supply of 
gold, 148-155; determina- 
tion of general, 176-178; 
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secular movement of, 176- 
177; cyclical movement of, 
177-178; and flow of gold in 
gold-standard countries, 186, 
199-205; fluctuations of, 
and stable exchange rates in 
international gold standard, 
2 1 0-2 1 1 ; managed gold 
standard, 215-217; govern- 
ment expenditures affected 
by changes in general, 253; 
changes in, as factor in in- 
creased government expend- 
itures, 253; effects of govern- 
ment borrowing on, 369-370 

Prices, as expressions of value, 
9-10; and value of money, 

132- 133; index numbers of, 

133- 138; secular trend of, 
138-139; cyclical fluctua- 
tions of, 139; irregular 
movement of, 140; and shift- 
ing of taxes, 279-281 

Production, money as contrib- 
uting factor in, 4; effects of 
changes in general price lev- 
el on, 142-144; effect of in- 
creased, upon total volume 
of trade, 173; effects of gov- 
ernment borrowing on, 
370-371 

Promissory notes, issued by 
government, 45-47, 62; con- 
vertible and inconvertible 
government, 45-47; Treas- 
ury, of 1890, 47; United 
States (greenbacks), 47, 62; 
issued by banks, 47-49; pre- 
vention of overissue, 48; of 
commercial banks, 48-49; as 
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credit instruments, 59-60; 
commercial paper a form of, 
60-61; bonds a form of, 60; 
payable on demand, 61-62; 
federal reserve, 62, 81; cir- 
culating, 80-81 
Property tax, incidence of, 
291-297; incidence of per- 
sonal, 291-293; on intangi- 
ble personal property, 292- 
293; incidence of real, 293- 
297; incidence of urban 
land, 293-294; incidence of, 
on agricultural land, 294- 
296; incidence of, on build- 
ings, 296-297; income from, 
during business cycles, 321- 
322; fiscal importance of, 
324; nature of general, 324- 
325; administration of, 325- 
328; defects of the general, 

328- 333; contrary to ability- 
to-pay principle, 328-329; 
and unjust double taxation, 

329- 330; failure to tax per- 
sonal property, 330-331; in- 
equalities and discrimina- 
tions in assessments of, 331- 
333; reform of general, 333- 
334 

Public credit. See government 
borrowing 

Public economy, nature of, 

241- 242; comparisons be- 
tween private and, 242-248; 
lack of profit motive in, 

242- 244; compulsion in, 
244; •intangible nature of, 
244-245; and longevity of 
the state, 245; relationship 
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of income and expenditures 
in, 245-246; scope of, 246- 
248; changing nature of, 
246-248 

Public finance. See public 
economy 

Purchasing power parity, 219 

Rediscounting, 106, 118-119 
Revenue system, types of gov- 
ernment income in, 257- 
259; and nature of tax, 259- 
261; problem of equity in, 
261-275; cost-of-service prin- 
ciple of taxation, 262-264; 
and benefit principle of taxa- 
tion, 264-267; justifiable use 
of benefit principle of taxa- 
tion, 266-267; ability-to-pay 
principle theory of raising 
revenue, 267-272; features of 
satisfactory, 275-277 
Robertson, D. H,, cited, 7 n. 

Savings, money and, 25-26; 

investment and, 68-69 
Savings banks. See banks 
Seigniorage, 43, 46 
Seligman, E. R, A., quoted, 
206 n. 

Share croppers, barter among. 
Silent trade, as type of barter, 

. 4-5 

Silver, early use of, as money, 
31; certificates, 45 
Silver Purchase Act of 1934, 
124, 238 

Silver standard, de facto, 236. 
See also money 
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Smith, J. G., cited, 71 n,, 
280 285 n,, 299 n. 

Snyder, Carl, index number 
compiled by, 137-138, 146 
Social Security Act, Treasury 
and, 126 

Stabilization Fund, 124-125 
Standard, various forms of 

gold, 179-186; characteris- 
tics of gold, 1 80-1 81; gold- 
coin, 181-182, 236-237; 

gold-bullion, 182-183, 237; 
gold-exchange, 184-186; 
gold an international, 186; 
pre-1914 gold, 208-213; 

managed gold, 2 14-2 17; 

managed paper, 217-218; 
exchange rates under paper, 
218-222; adjustments in bal- 
ances of international pay- 
ments under inconvertible 
paper, 222-225; criticisms of 
managed paper, 225-227; 
changes in monetary, of the 
United States, 236-238; de 
facto gold coin, 236; de fac- 
to silver, 236; inconvertible 
paper, 236, 237 
Standard money, 10-13 
State, and public economy, 
241-242; profit motive lack- 
ing in, 242-244; purposes of, 
largely intangible, 244-245; 
longevity of, 245; scope of 
activity of, 246-248; change 
in activities of, 24^248; per- 
sonal income taxes and, 313- 
315. See also government, 
government borrowing, gov- 
ernment expenditures 


State banks, 75, loi 

Supply, and shifting of taxes, 
280-281, 283; and incidence 
of property taxes, 291-297 

Tax capitalization, 285-291; 
conditions essential for, 285- 
287; and property tax on 
land, 287-290; complicating 
factors of, 290-291 

Taxation, the cost-of-service 
theory of, 262-264; benefit 
theory of, 264-267; justifi- 
able uses of benefit theory 
of, 266-267; ability-to-pay 
theory of, 267-272; federal 
personal income, 306-313; 
state personal income, 313- 
315; double, 314-315, 320- 
321; corporation and busi- 
ness income, 315-322; fed- 
eral corporation income, 
3 1 7-3 1 9; state corporation 
income, 3 19-321; govern- 
ment borrowing and power 

of. 342-343 

Taxes, nature of, 259-261; 
measurement of ability to 
pay, 269-272; proportional, 
progressive, and regressive, 
272-275; reasons for pro- 
gressive, 273-275; shifting 
and incidence of, 278-279; 
conditions essential for shift- 
ing of, 279-281; factors af- 
fecting shifting of, 282- 
284; use of revenue and 
shifting of, 284; capitaliza- 
tion of land, 287-291; inci- 
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dence of various, 291-302; 
incidence of personal prop- 
erty, 291-293; incidence of 
real property, 293-297; inci- 
dence of urban land, 293- 
294; incidence of agricultur- 
al land, 294-296; incidence 
of buildings, 29^297; inci- 
dence of personal income, 
298; incidence of corpora- 
tion income, 298-301; inci- 
dence of estate, 301; inci- 
dence of inheritance, 301; 
federal personal income, 
306-313; state personal in- 
come, 3 1 3-3 1 5; corporation 
and business income, 315- 
322; federal corporation in- 
come, 3 1 7-3 1 9; state corpor- 
ation income, 3 19-321; the 
business cycle and income, 
321-322; property, 324-325; 
evasion of, 330, 337; death, 
335-337; inheritance, 335- 
337; giftj 337; highway- 
user, 337-339; general sales, 

339-34U 

Token money, 30-31, 42-44; 
free convertibility of, 43-44; 
unit of account and, 44; rep- 
resentative, 44-45 

Trade, silent, 4-5; total vol- 
ume of, in equation of for- 
eign exchange, 145-147; vol- 
ume of, 172-176; long-run 
forces affecting, 1 73-1 75; 
cyclical fluctuations of, 1.75- 
176#? stable exchange rates 
and international, 208-209 

Trade acceptances, 191 


Treasury, notes of 1890, 47; 
United States, no, iii, 112, 
1 13, 1 15, n6, 1 17; control 
of credit by, 124-127; An- 
nual Report of Secretary of, 
quoted, 249, 346 

Treasury currency, in, 112, 
115-116, 124 

Truck system, of wage pay- 
ment, 23-24 

Trusts, investment, 73-74 

Unit of account, 10; changes 
in, 12; cattle as original, 28, 
32; replaces unit of weight, 
32; token money issued in, 
44; debts expressed in terms 
of. 55 

United States Bureau of the 
Census, quoted, 251, 254, 
255. 350; cited, 346 n. 

United States Bureau of Labor 
Statistics, quoted, 134 
price index of, 136, 137 

United States Department of 
Commerce, index numbers 
compiled by, 136; Bureau of 
Foreign and Domestic Com- 
merce quoted, 198 

United States securities, 108- 
109, 120-121; and federal 
personal income tax, 312- 

313 

Velocity of circulation of 
money, 162-172; effect of 
monetary habits of individu- 
als and business enterprises 
on, 163-165; long-run factors 
affecting, 165-166; short-run 
factors affecting, 166-167; 
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changes accompanying de- 
cline in, 167-168; changes 
accompanying increase in, 
169; extreme fluctuations in, 
169-170; estimates of, for 
the United States, 1 70-1 72 
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Wage earner, money and, in 
capitalistic system, 23-24; 
under truck system of pay- 
ment, 23-24; and price 
changes, 1 42-1 43 











